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WILL  TELECOMMUNICATIONS  MEGAMERGERS 
CHILL  COMPETITION  AND  INFLATE  PRICES? 


WEDNESDAY,  OCTOBER  27,  1993 

U.S.  Senate, 
Subcommittee  on  Antitrust,  Monopolies 

AND  Business  Rights, 
Committee  on  the  Judiciary, 

Washington,  DC. 
The  subcommittee  met,  pursuant  to  notice,  at  9:54  a.m.,  in  room 
SD-226,  Dirksen  Senate  Office  Building,  Hon.  Howard  M.  Metzen- 
baum  (chairman  of  the  subcommittee)  presiding. 
Also  present:  Senators  Simon,  Hatch,  Thurmond,  and  Specter. 

OPENING  STATEMENT  OF  HON.  HOWARD  M.  METZENBAUM,  A 
U.S.  SENATOR  FROM  THE  STATE  OF  OHIO 

Senator  METZENBAUM.  We  will  start  this  hearing  a  little  earlv 
because  there  are  two  votes  on  the  floor  of  the  Senate.  I  will  ask 
the  first  panel  of  witnesses  to  take  their  seats. 

We  are  here  today  to  begin  a  series  of  hearings  on  the  wave  of 
megamergers  that  are  sweeping  the  telecommunications  industry. 
Before  any  of  these  mergers  are  allowed  to  go  forward,  there  is  one 
overriding  question  that  we  must  answer  for  the  American 
consumer;  that  is,  will  this  unprecedented  convergence  of  tele- 
communications giants  create  a  swarm  of  cost-cutting  entre- 
preneurs or  a  handful  of  price-gouging  monopolists.  Before  any 
telecommunications  deal  is  approved  by  the  antitrust  authorities  or 
the  Federal  Communications  Commission,  we  in  Congress  must  be 
able  to  assure  the  American  people  that  we  know  the  answer. 

I  have  not  made  up  my  mind  about  any  particular  merger.  How- 
ever, I  do  have  serious  reservations  about  many  of  them,  including 
Bell  Atlantic's  merger  with  Tele-Communications,  Inc.,  QVC's 
merger  with  the  Home  Shopping  Network,  AT&T's  acquisition  of 
McCaw  Cellular  Communications,  and  the  contest  between  QVC 
and  Viacom  to  acquire  Paramount.  The  subcommittee  will  hear 
more  about  these  deals  from  Bell  Atlantic,  Viacom,  and  Paramount 
today.  We  have  been  in  contact  with  TCI,  QVC,  and  AT&T,  and  ex- 
pect them  to  appear  before  the  subcommittee  at  a  future  date. 

I  believe  that  some  press  accounts  have  oversimplified  and  even 
distorted  my  position  on  the  complex  issues  involved  in  these  merg- 
ers. Let  me  make  my  position  clear  today.  I  do  not  believe  that  a 
deal  is  necessarily  good  or  bad  because  it  is  big.  The  concerns  I 
have  expressed  about  certain  mergers  are  based  on  my  reasoned 
judgment  that  consumers  can  be  exploited  by  conglomerates  that 
wield  too  much  market  power.  The  elimination  of  competition  and 

(1) 


the  potential  to  compete  is,  in  most  instances,  harmful  to  consum- 
ers. The  key  is  excessive  market  power,  not  size  alone. 

To  that  end,  I  am  tVank  to  say  that  the  deal  that  concerns  me 
the  most  is  the  merger  of  Bell  Atlantic  with  TCI.  Together,  these 
monopolists  will  form  a  colossus  which  will  have  a  telephone  or  a 
cable  wire  connecting  approximately  40  percent  of  the  homes  in 
America.  As  you  can  see  by  the  chart  to  my  right,  this  deal  will 
also  give  the  new  conglomerate  control  of  the  lion's  share  of  Ameri- 
ca's most  popular  cable  programming.  Frankly,  I  had  planned  to  re- 
cite the  entire  list  of  TCI-controlled  programming  until  I  realized 
that  it  would  add  5  to  10  minutes  to  this  opening  statement.  More- 
over, TCI  can  make  a  sizable  addition  to  its  stable  of  programming 
if  QVC— in  which  TCI  already  owns  a  28-percent  stake— acquires 
the  Home  Shopping  Network  and  Paramount. 

Given  the  size  and  scope  of  Bell  Atlantic's  and  TCI's  holdings, 
the  merger  could  create  a  megamonster.  It  would  have  formidable 
power  to  dominate  the  cable  market  and  to  freeze  competition 
which  would  otherwise  occur  between  local  phone  companies  and 
cable  television  systems.  Such  a  concentration  of  power  cannot  be 
dismissed  lightly  by  the  Congress,  the  antitrust  authorities,  or  the 
Federal  Communications  Commission. 

To  my  mind,  the  Bell  Atlantic  deal  raises  four  fundamental  ques- 
tions. First,  can  the  merger  of  two  huge  monopolies  that  would  oth- 
erwise be  fearsome  rivals  usher  in  greater  competition?  Second, 
should  any  restrictions  be  imposed  on  the  new  conglomerate's  abil- 
ity to  leverage  its  power  in  the  cable  programming  and  distribution 
markets?  Third,  can  FCC  and  State  regulatory  authorities  govern- 
ing phone  and  cable  companies  adequately  protect  consumers?  Fi- 
nally, is  there  anything  unique  about  this  combination  of  monopo- 
lists that  cautions  against  the  merger? 

First,  it  is  no  secret  on  Wall  Street  that  local  telephone  and  cable 
monopolies  were  positioning  themselves  to  compete  against  one  an- 
other. Both  Bell  Atlantic  and  TCI  have  made  public  statements  to 
that  effect.  At  a  March  1990  hearing  before  a  House  Energy  and 
Commerce  Subcommittee,  one  of  Bell  Atlantic's  vice  presidents 
stated  that  "Bell  Atlantic  wants  to  be  a  full-service  cable  company 
and  was  capable  of  competing  with  entrenched  cable  companies." 
Likewise,  at  a  cable  television  public  affairs  forum  in  March  1992, 
John  Malone  of  TCI  stated  that  TCI  would  "look  at  new  revenue 
opportunities  such  as  *  *  *  residential  phone  service." 

Now,  the  merger  will  put  an  end  to  any  possibility  of  competition 
between  Bell  Atlantic  and  TCI,  which  is  an  issue  that  the  antitrust 
authorities  will  have  to  consider.  Gauging  the  anticompetitive  ef- 
fects of  a  merger  that  eliminates  a  potential  rival  is  an  issue  that 
the  antitrust  laws  have  wrestled  with  for  at  least  three  decades. 
The  Supreme  Court  clearly  articulated  this  concern  in  its  1964 
Penn-Olin  decision  stating  that  "The  existence  of  an  aggressive, 
well-equipped  and  well-financed  corporation  *  *  *  waiting  anxiously 
to  enter  [a]  market  would  be  a  substantial  incentive  to  competition 
which  cannot  be  underestimated." 

Another  antitrust  issue  is  whether  approving  this  deal  could  lead 
to  an  industry  dominated  by  a  handful  of  telecommunications  con- 
glomerates that  have  powerful  incentives  to  coexist  instead  of  com- 
pete. In  antitrust  terms,  this  is  called  mutual  forbearance.  The  the- 


ory  is  that  a  conglomerate  which  is  relatively  strong  in  a  particular 
market  may  refrain  from  competing  aggressively  with  a  conglom- 
erate in  another  market  out  of  fear  of  retaliation.  Clearly,  such  a 
tacit  agreement  not  to  compete  would  harm  consumers  by  inflating 
prices  and  limiting  choices. 

My  second  major  concern  about  the  deal  is  how  much  Bell  Atlan- 
tic's financial  deep  pockets  will  entrench  TCI's  market  power  in  the 
cable  industry.  That  could  raise  new  entry  barriers  against  other 
phone  companies  or  small  entrepreneurs  experimenting  with  new 
technologies.  As  it  stands  now,  TCI  has  dominated  the  cable  mar- 
ket by  shrewdly  positioning  itself  as  the  industry's  gatekeeper.  It 
has  done  so  by  amassing  an  extensive  array  of  cable  programming 
and  building  a  vast  set  of  cable  systems. 

Let  me  explain.  First,  a  cable  system  can't  be  successful  if  it 
doesn't  have  the  programs  that  viewers  demand,  such  as  news 
shows,  movies,  sporting  events,  and  shopping  channels.  Currently, 
most  of  these  programs  are  owned  by  the  cable  companies  them- 
selves. However,  TCI  owns  or  controls  more  programming  than  any 
of  its  competitors.  That  gives  TCI  the  power  to  cripple  its  rivals 
and  to  keep  new  competitors  out  of  the  market  by  refusing  to  sell 
programming  to  them  on  reasonable  terms. 

I  might  add  that  Bell  Atlantic  is  well  aware  of  the  barriers  to 
entry  that  allowing  one  company  to  own  so  much  programming  cre- 
ates. In  a  January  1993  filing  with  the  FCC,  Bell  Atlantic  stated 
that  "Cable  has  used  its  control  of  programming  to  impede  the  de- 
velopment of  competing  distribution  systems  by  denying  access  to 
cable-owned  programming  or  by  providing  access  on  unfavorable, 
discriminatory  terms." 

Second,  the  reach  of  TCI's  cable  network  allows  it  to  control  a 
rival  programmer's  access  to  the  entire  cable  market.  TCI  has  the 
Nation's  largest  cable  television  system.  It  reaches  about  25  per- 
cent of  all  cable  subscribers.  The  conventional  wisdom  in  the  indus- 
try is  that  a  new  cable  program  cannot  break  even  unless  it 
reaches  the  critical  mass  of  viewers  that  subscribe  to  TCI's  cable 
system.  That  means  TCI's  decision  not  to  carry  a  program,  for 
whatever  reason,  can  doom  it. 

Bell  Atlantic  itself  has  acknowledged  that  cable  systems  have 
abused  their  power  to  control  which  programming  gets  to  market. 
In  a  January  1993  filing  with  the  FCC,  Bell  Atlantic  complained 
that  "Cable  operators  have  also  impeded  the  development  of  inde- 
pendent programming  sources  by  denying  them  access  to  their  mo- 
nopoly cable  systems." 

I  expect  the  antitrust  authorities  to  take  a  hard  look  at  whether 
the  new  conglomerate  has  too  much  power  to  chill  competition  be- 
cause of  its  market  penetration  and  its  control  over  so  much  cable 
programming. 

My  third  major  concern  about  the  merger  is  whether  regulatory 
measures  are  sufficient  to  control  anticompetitive  conduct  in  this 
industry.  As  we  will  hear  from  several  of  today's  witnesses.  Federal 
regulations  have  not  prevented  Bell  Atlantic  and  TCI  from  using 
anticompetitive  business  tactics  against  their  rivals  in  the  past.  I 
believe  that  is  significant  and  should  also  be  considered  by  the 
antitrust  agencies. 


I  am  aware  that  the  Cable  Act  passed  by  the  Congress  last  year 
prohibits  a  great  deal  of  anticompetitive  conduct.  However,  the  new 
law  has  not  been  tested  and  may  not  be  sufficient  to  curb  all  pos- 
sible abuses  of  the  new  conglomerate's  market  power. 

Bell  Atlantic  seems  to  share  my  general  skepticism.  It  recently 
sued  to  have  the  FCC's  decision  on  cable  rates  overturned  in  favor 
of  regulations  that  would  reduce  cable  rates  by  28  percent.  In  its 
pleading,  Bell  Atlantic  described  the  FCC's  decision  as  "arbitrary 
and  capricious."  It  also  claimed  that  the  FCC  rules  left  cable  rates 
"inflated"  and  permitted  "monopoly  operators  to  continue  exercising 
market  power  control  contrary  to  the  congressional  purpose." 

I  also  have  doubts  about  whether  the  new  FCC  rules  can  prevent 
cable  and  telephone  conglomerates  from  making  monopoly  profits 
at  the  expense  of  consumers.  Prior  to  the  merger.  Bell  Atlantic  ex- 
pressed similar  doubts.  In  a  January  1993  FCC  filing,  it  urged  the 
FCC  to  regulate  the  cable  industry  to  "ensure  that  cable  operators 
do  not  evade  the  Commission's  rate  regulations  by  recovering  mo- 
nopoly profits  through  inflated  prices." 

In  summary,  it  would  be  a  mistake  for  the  antitrust  authorities 
to  rely  on  untested  administrative  remedies  to  protect  consumers 
from  telecommunications  conglomerates.  Finally,  I  believe  that  we 
must  be  especially  careful  to  scrutinize  a  merger  that  involves  the 
medium  through  which  our  society  communicates  the  basic  values 
of  our  democratic  society.  The  exchange  of  views  on  television,  over 
the  phone,  and  through  computer  networking  would  be  influenced 
by  a  merger  of  this  breadth. 

Therefore,  I  want  to  be  certain  that  our  antitrust  authorities 
scrutinize  the  broad  political  and  social  ramifications  of  this  merg- 
er. As  John  Shenefield,  the  Carter  administration's  antitrust  chief, 
stated  almost  15  years  ago  in  testimony  before  the  subcommittee: 

The  relationship  between  economic  size  and  political  influence  *  *  *  is  a  fairly  di- 
rect one.  People  across  this  country  *  *  *  [grow]  quite  concerned  when  they  see  a 
limited  number  of  corporate  decisionmakers,  in  effect,  governing  their  lives  without 
direct  responsibility,  with  no  public  mandate,  and  without  any  accountability." 

It  is  altogether  appropriate  for  the  antitrust  authorities  to  con- 
sider the  pervasive  power  that  a  telecommunications  conglomerate 
would  have  to  influence  our  democratic  institutions.  I  would  also 
expect  the  antitrust  authorities  to  take  appropriate  steps  to  block 
or  modify  this  merger  if,  after  careful  scrutiny,  the  concerns  that 
I  and  others,  including  State  regulators,  consumer  groups,  and  the 
National  Association  of  Broadcasters  have  raised,  persist.  However, 
I  am  confident  that  the  Department  of  Justice  will  pursue  this 
merger  with  the  vigor  it  deserves.  Their  statement  indicates  that 
"The  proposed  telecommunications  acquisitions  will  be  analyzed 
under  all  plausible  theories  of  competitive  harm." 

At  the  conclusion  of  my  statement,  I  will  include  in  the  record 
a  statement  submitted  to  us  by  Ms.  Anne  Bingaman,  head  of  the 
Antitrust  Division  of  the  Department  of  Justice. 

I  intend  to  stay  involved  in  this  matter  and  to  look  carefully  at 
other  proposed  mergers  in  this  industry,  and  if  I  believe  that  it  is 
necessary,  I  will  propose  legislation  to  adjust  our  communications 
policies  in  the  phone  and  cable  industries.  I  plan  to  work  closely 
with  my  colleagues  to  review  the  1992  Cable  Act  and  the  1934 
Communications  Act  to  ensure  that  our  antitrust  and  communica- 


tions  policies  work  in  tandem  to  protect  consumers  from  being  vic- 
timized by  telecommunications  conglomerates. 

[The  prepared  statement  of  Ms.  Bingaman  follows:] 

Prepared  Statement  of  Anne  K.  Bingaman,  Assistant  Attorney  General, 
Department  of  Justice,  Antitrust  Division 

Mr.  Chairman  and  Members  of  the  Subcommittee,  I  appreciate  the  opportunity 
to  submit  this  statement  for  the  record  of  your  hearing  on  mergers  in  the  tele- 
communications industry.  The  announcement  of  two  significant  acquisitions  in  the 
telecommunications  industry  has  focused  attention  again  on  this  critical  area  of  the 
economy.  The  Department  of  Justice's  Antitrust  Division  closely  monitors  trans- 
actions in  this  area  since  developments  in  the  communication  of  information  will 
likely  be  the  catalyst  for  innovation  and  productivity  growth  in  the  economy  well 
into  the  next  century.  Telecommunications  developments  also  will  have  profound 
and  immediate  impact  on  virtually  all  consumers. 

A  restructuring  of  the  telecommunications  industry  requires  sound  and  reasoned 
antitrust  enforcement.  Sound  enforcement  is  necessary  to  assure  continuing  com- 
petition in  telecommunications  markets.  The  maintenance  of  competitive  markets  is 
crucially  important  in  maximizing  the  development  of  innovative  technologies  and 
services,  and  providing  consumers  with  the  widest  possible  range  of  choices  at  the 
lowest  possible  prices.  Antitrust  enforcement  also  consists  of  preventing  transactions 
that  result  in  limited  access  for  competitors  to  telecommunications  markets. 

Department  of  Justice  merger  policy  also  recognizes  that  telecommunications 
mergers  may  have  the  potential  to  create  innovative  and  efficient  companies  and 
promote  the  development  of  new  technologies.  For  example,  there  has  been  some 
suggestion  that  these  mergers  may  advance  the  creation  of  the  long-promised  "infor- 
mation superhighway."  The  Department  will  closely  scrutinize  sucn  claims  in  the 
course  of  its  merger  investigations. 

The  Department  of  Justice  subjects  mergers  and  acquisitions  in  the  telecommuni- 
cations industry  to  rigorous  scrutiny  as  required  by  law.  The  Department  takes  ac- 
tion to  oppose  transactions  after  careful  review  and  investigation,  typically  under 
the  procedures  mandated  by  the  Hart-Scott-Rodino  Antitrust  Improvements  Act  of 
1976.  Under  the  HSR  Act,  the  merging  parties  are  prohibited  from  consummating 
a  proposed  transaction  while  we  conduct  a  formal  investigation. 

Proposed  telecommunications  acquisitions  will  be  analyzed  under  all  plausible 
theories  of  competitive  harm.  Investigations  will  not  be  limited  to  those  markets  in 
which  the  merging  parties  are  direct  competitors.  The  Department  of  Justice  will 
oppose  any  transaction  if  there  is  significant  evidence  that  the  transaction  is  likely 
to  result  in  competitive  harm.  Intervention,  if  any,  will  be  structured  to  ensure  the 
prevention  of  the  possible  competitive  harm  caused  by  the  transaction. 

Senator  Metzenbaum.  We  will  have  to  take  a  recess.  I  see  there 
are  five  lights  on.  I  will  be  back  just  as  soon  as  I  can.  My  guess 
is  it  will  take  me  10  or  15  minutes. 

[Recess.] 

Senator  Metzenbaum.  The  subcommittee  will  come  to  order.  I 
welcome  our  witnesses  this  morning.  I  think  you  have  all  been  ad- 
vised that  we  have  a  10-minute  time  limit,  and  we  will  try  not  to 
be  too  rough  on  that  score,  but  at  least  try  to  keep  it  within  the 
10  minutes. 

Mr.  Smith,  we  have  you  as  our  first  witness.  Please  proceed. 

PANEL  CONSISTING  OF  RAYMOND  W.  SMITH,  CHAIRMAN  AND 
CHIEF  EXECUTIVE  OFFICER,  BELL  ATLANTIC  CORP.;  SUM- 
NER M.  REDSTONE,  CHAIRMAN,  VIACOM  INTERNATIONAL, 
INC.;  AND  MARTIN  S.  DAVIS,  CHAIRMAN  AND  CHIEF  EXECU- 
TIVE OFFICER,  PARAMOUNT  COMMUNICATIONS,  INC. 

STATEMENT  OF  RAYMOND  W.  SMITH 

Mr.  Smith.  Thank  you  very  much.  Good  morning,  Mr.  Chairman 
and  members  of  the  subcommittee.  My  name  is  Ray  Smith  and  I 
am  the  chairman  and  chief  executive  officer  of  the  Bell  Atlantic 


Corp.  I  am  pleased  to  have  the  opportunity  to  testify  on  the  merger 
of  the  Bell  Atlantic  Corp.,  TCI,  and  Liberty  Media.  I  also  want  to 
thank  Chairman  Metzenbaum  for  holding  hearings  on  this  merger 
so  promptly.  I  welcome  the  opportunity  to  explain  to  Congress  and 
the  American  people  why  this  merger  is  in  the  public  interest. 

On  October  13,  1993,  Bell  Atlantic,  TCI,  and  Liberty  Media  an- 
nounced our  intent  to  merge  in  order  to  create  a  new  kind  of  com- 
pany, combining  Bell  Atlantic's  telecommunications  skills  with 
TCI's  and  Liberty's  abilities  in  the  creation  and  the  delivery  of  pro- 
gramming. The  net  result  is  a  new  Bell  Atlantic  that  will  cut 
through  the  hassle,  giving  our  customers  a  whole  new  level  of 
choice  and  control  and  convenience  in  the  multimedia  marketplace. 

Today,  consumers  are  putting  up  with  a  tremendous  amount  of 
confusion  and  expense  just  to  get  a  sampling  of  the  choice  and  con- 
trol and  convenience  that  they  badly  want— VCR's  that  they  can't 
program,  cable  channels  they  can't  keep  track  of,  computers  and 
fax  machines  and  telephones  that  they  can't  integrate.  Consumers 
want  and  deserve  to  have  a  simple,  straightforward  way  of  using 
the  technology  to  get  precisely  the  information  that  they  want 
when  they  want  it  and  how  they  want  it. 

It  is  also  clear  that  neither  today's  telephone  network  nor  today's 
cable  network  alone  can  meet  every  one  of  these  customer  require- 
ments. Both  industries  will  have  to  transform  their  embedded  tech- 
nology base  into  full-service  networks  with  the  power  of  broadband, 
the  flexibility  of  switched  capabilities,  and  the  freedom  of  mobile 
telephone  services.  These  full-service  networks  will  tap  the  pent-up 
demand  for  choice  and  control  and  convenience  in  the  communica- 
tions marketplace. 

Our  consumers  will  be  the  early  beneficiaries  of  such  services, 
such  as  video  on  demand  that  will  allow  consumers  to  select  the 
program  they  prefer  from  a  library  containing  thousands  of  titles; 
interactive  distance  learning  that  will  allow  adults  and  school-age 
children  to  not  only  watch,  but  to  participate  interactively  with 
classes  across  the  city  or  across  the  country,  or  even  across  the 
world.  Interactive  distance  medicine  will  allow  patients  and  doctors 
to  consult  a  range  of  specialists  without  leaving  their  home  or  their 
office,  and  telecommuting  will  allow  millions  to  work  at  or  near 
home,  thereby  reducing  the  traffic  on  our  Nation's  highways. 

The  early  introduction  of  these  new  services  will  promote  the  de- 
velopment of  the  information  superhighway,  will  increase  competi- 
tion for  both  video  and  telephone  services,  and  will  allow  America 
to  be  a  global  competitor  with  technologies,  products,  and  services 

to  export. 

A  key  vision  of  the  Clinton  administration  is  the  establishment 
of  a  national  information  infrastructure,  an  information  super- 
highway. Our  merger  supports  that  vision.  The  new  Bell  Atlantic 
will  spend  over  $15  billion  during  the  next  5  years  to  create  a  na- 
tional network  of  distribution  systems  that  will  transform  the  way 
we  work  and  play  and  learn. 

This  accelerated  investment  in  the  new  information  technologies 
that  make  up  the  electronic  superhighway  will  make  the  inter- 
active, multimedia  vision  a  reality  much  sooner  than  expected  and 
without  the  use  of  any  government  money.  This  commitment  to  the 
information  superhighway  means  more  jobs  not  just  in  companies 


like  Bell  Atlantic,  but  also  in  U.S.  companies  that  are  developing 
the  equipment  and  the  software  that  will  be  used  in  and  with  the 
new  full-service  networks.  Also,  by  bringing  video  services  to  our 
telephone  customers  and  telephone  services  to  our  new  video  cus- 
tomers, we  will  stimulate  competition  where  none  existed  before 
and  bring  more  customer  choice  on  the  markets  served  by  new  Bell 
Atlantic. 

Senator,  if  you  look  at  the  map  that  you  referred  to  in  your  intro- 
ductory remarks,  you  will  see  red  areas  all  over  the  country.  Those 
areas  mean  more  competition,  not  less.  A  second  telephone  com- 
pany is  coming  soon  in  those  areas  to  provide  more  choice  and 
more  opportunities  and  more  competition.  If  you  look  at  the  yellow 
areas,  the  old  Bell  Atlantic  area,  that  is  where  a  second  cable  com- 
pany is  going  to  be  built,  providing  competition  to  the  existing 
cable  operators. 

Outside  Bell  Atlantic's  current  telephone  service  areas,  in  effect, 
we  will  upgrade  TCFs  cable  networks  to  compete  with  all  comers, 
including  the  incumbent  local  telephone  companies.  In  Bell  Atlan- 
tic's current  telephone  service  areas,  we  will  upgrade  our  telephone 
networks  to  compete  with  all  other  providers,  including  incumbent 
cable  companies. 

We  cannot  forget  in  this  changing  world  of  technology  that  in  all 
of  these  areas  you  will  find  well-financed  companies,  wireless  com- 
panies, providing  competition  for  both  cable  and  telephone,  well-fi- 
nanced companies  like  AT&T  and  Bell  South  and  Aineritech,  and 
direct  broadcast  satellite  companies  providing  competition  to  the 
cable  companies. 

To  eliminate  any  concern  about  competition  in  the  Bell  Atlantic 
region,  we  will  spin  off  or  sell  all  TCI  and  Liberty  Cable  systems 
operating  there.  This  means  that  these  cable  companies  will  be 
completely  separate  from  the  new  Bell  Atlantic — separate  compa- 
nies, no  common  officers,  no  common  directors,  no  common  employ- 
ees, no  connection;  in  effect,  competitors. 

Bell  Atlantic  has  stated  to  the  Department  of  Justice  and  the 
FCC  that  we  will  not  retain  TCFs  in-region  cable  properties.  At- 
tached to  my  prepared  remarks  today  is  a  letter  that  I  sent  yester- 
day to  key  Members  of  the  House  and  Senate  Committees  on  the 
Judiciary,  as  well  as  Commerce,  reaffirming  that  commitment. 

Finally,  by  creating  a  company  that  will  be  one  of  the  world's 
premier  providers  of  communications  services,  we  will  help  secure 
America's  preeminence  in  the  global  information  marketplace.  In- 
stead of  watching  from  the  sidelines  while  foreign  companies  ac- 
quire our  studios,  our  long-distance  companies,  and  other  program- 
ming assets,  the  new  Bell  Atlantic  will  be  developing  new  networks 
and  new  services  right  here  in  the  United  States  that  can  be  ex- 
ported around  the  world.  In  sum,  we  think  this  is  a  perfect  infor- 
mation age  marriage,  right  for  our  customers,  right  for  our  inves- 
tors, and  right  for  the  American  public. 

At  the  same  time  that  many  are  cheering  this  idea  of  a  new  Bell 
Atlantic  and  the  principles  of  this  merger,  some  have  claimed  that 
the  merger  might  result  in  a  company  that  is  too  large.  We  should 
put  such  claims  in  perspective.  Despite  the  merger,  Bell  Atlantic 
will  still  be  one-fourth  the  size  of  AT&T,  the  Nation's  largest  com- 
munications company,  and  even  before  its  planned  merger  with 
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McCaw.  After  the  merger,  Bell  Atlantic's  video  programming  reve- 
nues will  only  be  5  or  6  percent  of  the  total  video  programming  rev- 
enues generated  in  the  United  States.  The  notion,  therefore,  that 
Bell  Atlantic  by  sheer  size  alone  will  dominate  the  marketplace  for 
interactive,  multimedia  services  is  without  foundation.  There  are 
many  capable  competitors,  as  the  world  will  see  as  it  evolves. 

The  proposed  merger  has  other  benefits  as  well.  First,  because 
the  merger  is  primarily  a  stock-for-stock  transaction,  the  merger  is 
being  funded  by  Bell  Atlantic's  shareholders  and  not  Bell  Atlantic's 
telephone  ratepayers.  Second,  within  our  region  we  plan  to  build 
video  dial  tone  networks  according  to  the  rules  set  by  the  FCC. 
Under  those  rules,  all  video  programmers  will  have  access  to  that 
network  on  the  same  terms  and  conditions  as  Bell  Atlantic  or  any 
other  company.  This  means  that  the  networks  in  our  region  will  be 
open  to  all  providers  of  video  programming.  We  cannot  and  we  will 
not  dictate  what  cable  companies,  TV  companies,  or  movie  studios 
will  put  over  our  network. 

Third,  although  we  believe  that  existing  State  and  Federal  regu- 
lations are  adequate  to  protect  telephone  ratepayers.  Bell  Atlantic 
will  offer  all  in-region  video  programming  through  a  subsidiary 
that  is  separate  from  the  local  telephone  company.  That  separate 
subsidiary  will  have  access  to  the  video  dial  tone  network  only  on 
the  same  terms  and  conditions  as  any  other  video  programmer. 

Bell  Atlantic  is  determined  that  this  is  one  industry  in  which 
America  will  not  lose  its  preeminence.  This  is  one  merger  that  we 
believe  deserves  the  support  of  Congress.  It  is  procompetitive  and 
it  will  cut  through  the  hassles,  giving  American  consumers  more 
choice,  more  control,  and  more  convenience.  Finally,  this  merger 
will  create  jobs  and  that  will  be  good  for  the  American  economy. 

Thank  you  again.  Senator,  for  this  opportunity  to  appear  here 
today.  I  am  happy  to  answer  any  questions  anyone  might  have. 

[Mr.  Smith  submitted  the  following:] 

Bell  Atlantic  Corporation, 
Arlington,  VA,  October  26,  1993. 

The  Honorable  Howard  M.  Metzenbaum, 

Chairman,  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights, 

Senate  Judiciary  Committee,  Washington,  DC. 

Dear  Mr.  Chairman:  As  you  know,  earlier  this  month,  Bell  Atlantic,  TCI,  and 
Liberty  Media  announced  our  intent  to  merge  in  order  to  create  a  new  kind  of  com- 
pany, combining  Bell  Atlantic's  telecommunications  skills  with  TCI's  and  Liberty's 
abilities  in  the  creation  and  delivery  of  programming. 

I  am  enclosing  for  your  review  our  October  12,  1993  letter  of  intent  setting  forth 
the  principal  terms  and  conditions  pursuant  to  which  Bell  Atlantic  proposes  to  nego- 
tiate a  merger  with  TCI  and  Liberty  Media  Corporation. 

In  my  testimony  before  the  Senate  Antitrust  Subcommittee  today  I  will  restate 
my  commitment  that  at  the  end  of  this  process  Bell  Atlantic  will  spin  off  or  sell  all 
TCI  and  Liberty  cable  systems  in  the  Bell  Atlantic  region.  These  cable  companies 
will  be  completely  separate  from  the  new  Bell  Atlantic  Company — no  common  offi- 
cers, no  common  directors,  and  no  common  employees.  These  cable  systems  will  be 
managed  separately  and  that  no  officer,  director  or  other  employee  of  one  will  serve 
as  an  officer,  director,  or  employee  of  the  other.  Because  both  companies  will  be  pub- 
licly traded,  their  ownership  will  change  over  time. 

I  would  like  to  achieve  this  result  immediately,  but  there  is  one  thing  stopping 
us  from  creating  these  two  separate  companies  at  the  closing  of  our  transaction  and 
that  is  the  Modified  Final  Judgment.  Let  me  explain. 

Under  that  consent  decree.  Regional  Bell  Operating  Companies  were  prohibited 
from  entering  the  interexchange  telecommunications  services  market  now  served  by 
AT&T,  MCI,  Sprint,  several  domestic  satellite  fleets  and  literally  hundreds  of  other 


companies.  Unfortunately  this  apparently  clear  prohibition  on  RBOC  entry  into 
AT&T's  business  has  been  interpreted  to  prevent  us  from  owning  TCI's  26  percent 
of  Tvuner  Broadcasting  System  or  its  18  percent  stake  in  Black  Entertainment  Tele- 
vision. 

Even  worse,  some  of  TCI's  cable  systems  straddle  LATA  borders  (which  limit  the 
area  within  which  the  MFJ  permits  RBOC's  to  offer  service).  The  MFJ  treats  dis- 
tributing cable  programming — even  one  way  movie  channels — as  the  equivalent  of 
RBOC's  going  into  AT&T's  interLATA  business.  Thus,  we'll  have  to  hold  these  sys- 
tems outside  of  our  new  company  until  the  waiver  is  obtained. 

These  rules  have  taken  an  awful  life  of  their  own  and  they  need  to  be  changed. 
But  until  the  policy  is  changed  and  new  rules  are  in  place.  Bell  Atlantic  must  com- 
ply with  the  ones  that  exist  today.  Our  Letter  of  Intent  with  TCI,  therefore,  contains 
an  alternative  structure — a  back-up  plan — in  case  we  do  not  have  the  waiver  of  the 
MFJ  that  we  need  by  the  closing  date  of  this  transaction. 

Under  this  scenario.  Bell  Atlantic  will  be  temporarily  prohibited  from  acquiring 
an  interest  in  potentially  billions  of  doUars  of  TCI's  assets.  These  assets  include  all 
of  TCI  and  Liberty^s  interests  in  other  companies  that  they  do  not  control.  These 
companies  include  TBS  (CNN,  CNN  Headline  News,  WTBS,  TNT,  Cartoon  Network) 
BET,  Inc.  (Black  Entertainment  Television),  QVC,  Home  Shopping  Network,  Family 
Channel,  Court  TV,  various  regional  sports  networks  and  cable  systems  serving  over 
3  million  subscribers.  Added  to  these  properties  are  the  cable  systems  inadvertently 
built  across  LATA  borders. 

This  prohibition  and  awkward  structure  will  only  exist  for  the  few  months  be- 
tween the  closing  and  when  an  MFJ  Waiver  is  obtained.  Nevertheless,  during  that 
time  it  will  contain  a  substantial  amount  of  TCI's  very  valuable  assets.  Therefore, 
dviring  the  temporary  period  in  which  it  exists,  TCI  and  Liberty's  existing  share- 
holders will  continue  to  own  it.  Once  the  MFJ  waiver  is  obtained,  this  "temporary 
company"  will  be  merged  into  the  new  Bell  Atlantic  and  the  in-region  cable  system 
will  be  spun  back  out  to  the  new  combined  company's  shareholders. 

We  hope  this  temporary  company  never  exists  in  the  form  I  have  described  here. 
We  designed  the  merger  so  that  the  new  Bell  Atlantic  can  offer  the  pubUc  all  of  the 
benefits  from  the  combined  skills,  resources  and  assets  of  Bell  Atlantic,  TCI,  and 
Liberty  (except  in-region  cable  systems).  Only  the  MFJ  prevents  us  from  doing  so 
immediately.  We  encourage  Congress  to  take  whatever  measures  are  appropriate  to 
assure  that  the  MFJ  does  not — even  temporarily — obstruct  a  transaction  so  far  re- 
moved from  the  concerns  it  was  created  to  resolve. 

Let  me  underscore  that  my  preference  is  we  go  to  the  final  structure  immediately 
and  avoid  an  interim  holding  company.  You  have  my  personal  commitment  as  to 
what  that  final  structure  will  be.  This  is  not  a  mere  promise.  This  is  the  binding 
commitment  Bell  Atlantic  has  made  to  the  Federal  Communications  Commission, 
the  Department  of  Justice,  and  now  to  Congress. 

There  is  no  compelling  reason  for  the  interim  holding  company  that  would  be  re- 
quired by  the  MFJ.  I  have  to  believe  this  is  one  of  those  unintended  effects  created 
by  an  antiquated  MFJ.  We  can  avoid  concerns  that  would  be  raised  by  an  interim 
structure  ii  the  necessary  waivers  are  acted  on  in  a  timely  fashion  by  the  Justice 
Department  and  the  Court,  or  if  the  MFJ  is  modified. 

I  enjoyed  spending  time  with  you  this  afternoon  and  discussing  the  Bell  Atlantic/ 
TCI/Liberty  Media  merger.  Should  you  have  any  additional  questions  or  concerns, 
please  feel  free  to  contact  me  directly. 
Sincerely, 

(Signed)    Ray  Smith. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Smith,  and  I 
am  impressed  with  the  fact  that  you  finished  just  about  exactly 
within  the  10  minutes.  Thank  you  very  much. 

Mr.  Redstone,  we  are  dehghted  to  have  you  with  us  this  morning. 

STATEMENT  OF  SUMNER  M.  REDSTONE 

Mr.  Redstone.  Thank  you.  Good  morning,  Mr.  Chairman  and 
members  of  the  subcommittee.  My  name  is  Sumner  Redstone  and 
I  am  chairman  of  Viacom  International,  Inc.  I  really  wish  to  thank 
the  members  of  the  subcommittee  for  this  opportunity  to  testify 
and  humbly  to  commend  the  chairman  and  the  members  of  the 
subcommittee  for  their  consideration  of  issues  now  which  will  affect 
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the  telecommunications  industry  for  decades  to  come,  and  possibly 
to  avoid  a  catastrophe. 

While  the  subcommittee  has  a  variety  of  issues  to  consider,  I  will 
speak  to  three  areas  of  particular  concern  to  Viacom,  and  more  im- 
portantly to  the  American  public.  First,  I  will  discuss  the  structural 
problems  in  the  cable  industry  today  caused  by  the  extraordinary 
and  abusive  monopoly  power  wielded  by  TCI. 

Second,  I  will  describe  why  any  enhancement  of  that  market 
power  will  further  choke  competition,  specifically  why  TCI's  bid 
through  QVC  Network  for  Paramount  Communications,  as  well  as 
the  proposed  merger  of  Bell  Atlantic  and  TCI/Liberty,  will  have  cu- 
mulative, significant  anticompetitive  effects. 

Third,  I  will  outline  the  basic  elements  of  Viacom's  strategic  vi- 
sion for  the  communications  industry  and  explain  the  procom- 
petitive  effects  and  consumer  benefits  of  the  Viacom/Paramount 
merger. 

Over  the  last  several  years,  TCI — and  this  is  no  overstatement — 
has  been  the  bane  of  the  American  cable  industry  and  the  Amer- 
ican cable  consumer.  Through  a  complex  web  of  TCI  companies, 
TCI  has  systematically  attempted  to  exert  monopoly  power  over  al- 
most every  aspect  of  the  cable  industry.  Today,  TCI-controlled  cable 
systems  control  exclusive  access  to  well  over  20  percent  of  Amer- 
ican cable  homes,  and  together  with  its  partners  and  would-be 
partners  in  QVC,  Comcast,  Cox,  and  Newhouse,  TCI  controls  access 
to  one  in  every  three  such  homes. 

TCI's  exclusive  access  gives  it  the  power  to  make  or  break  inde- 
pendent programming  services — and  it  does — because  given  the 
need  to  reach  a  critical  mass  of  cable  subscribers,  a  programming 
service  that  is  not  carried  by  TCI-controlled  cable  systems  has  little 
or  no  chance  to  survive.  As  a  result,  TCI  can  and  does  extract  oner- 
ous conditions  to  carriage,  often  obtaining  an  equity  interest  in  oth- 
erwise independent  programming  services. 

In  our  particular  case,  TCI  and  Liberty  have  threatened  to  deny 
carriage  of  our  premium  services.  Showtime  and  The  Movie  Chan- 
nel, and  have  refused  to  renew  affiliation  agreements  for  that  car- 
riage. TCI  has  also  threatened,  and  I  quote,  to  "crucify"  The  Movie 
Channel  by  dropping  it  from  TCI's  systems  in  favor  of  Liberty's 
own  Encore  service.  These  threats  were  designed  to  force  Showtime 
Networks  into  a  low-ball  merger  with  Encore  and  to  weaken  or 
eliminate  Showtime  Networks'  competitive  position. 

There  are  many  examples  of  this  kind  of  activity  that  do  not  in- 
volve our  company.  In  other  examples  of  TCI's  predatory  conduct, 
which  may  be  found  in  my  written  statement,  TCI/Liberty,  one,  in- 
sisted that  NBC  change  the  focus  of  its  cable  network,  CNBC,  in 
order  to  prevent  competition  with  TCI-controlled  Turner 
Broadcasting's  CNN,  prompting  then  Senator  Gore,  now  Vice  Presi- 
dent Gore,  to  call  the  incident,  and  I  quote,  a  "shakedown  by  TCI." 

TCI  and  Liberty  extracted  an  equity  interest  in  Court  TV  by 
threatening  to  create  a  cloned  service  and  refusing  to  carry  Court 
TV  on  TCI's  cable  system.  TCI  chilled  the  bidding  for  The  Learning 
Channel.  All  it  did  was  say,  you  can  buy  it,  but  if  you  do,  it  is  off 
TCI's  system.  The  result  was  that  TCI  ultimately  purchased  The 
Learning  Channel  for  $20  million  less  than  the  original  bidder. 
Lifetime,  in  which  we  have  an  interest,  offered  to  pay. 
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Significantly,  in  addition  to  its  dominance  in  cable  distribution, 
TCI  and  Liberty  now  own  all  or  part  of  at  least  25  cable  program- 
ming services  in  the  United  States.  TCI  has  also  set  out  to  control 
various  technological  developments,  from  encryption,  compression, 
and  transmission  of  signals,  to  set-top  boxes  and  delivery  of  pro- 
gramming to  homes,  again  leveraging  its  market  power  over  access 
to  American  cable  subscribers  for  its  own  benefit. 

This,  together  with  the  TCI  authorization  center,  a  facility  that 
will  employ  proprietary  technology  to  encrypt,  digitally  compress, 
transmit,  and  control  signals  from  individual  programming  serv- 
ices— in  effect,  TCI  seeks  control  not  only  over  content,  but  over 
carriage.  This  will  enable  TCI  to  use  new  technology  to  create  new 
bottlenecks  in  the  distribution  of  cable  programming  services. 

The  net  result  of  TCI's  predatory  practices  is  that  TCI  typically 
demands  lower  license  fees  from  unaffiliated  programmers  and  ex- 
tracts monopoly  rents  in  the  form  of  higher  prices  from  consumers. 
As  TCI  drives  down  the  wholesale  price  it  pays  unaffiliated  pro- 
grammers, such  programmers  will  cut  back  on  what  they  spend  on 
programming.  Program  diversity,  so  essential  to  the  principles  of 
our  Constitution  and  quality,  are  sacrificed. 

Our  dealings  with  TCI,  our  personal  dealings  in  which  I  have 
been  personally  involved,  have  proven  one  economic  fact  of  life. 
TCI's  dominant  position  in  cable  distribution  nationwide,  when 
coupled  with  its  vertical  integration  into  programming,  creates  in- 
tolerable monopoly  power.  I  don't  know  of  a  single  industry  in  the 
United  States  today  where  tliat  kind  of  power  exists  or  is  exercised. 

Several  weeks  ago  after  suffering,  along  with  other  cable  pro- 
grammers, at  the  hands  of  TCI  for  years,  we  took  TCI  to  court, 
seeking  substantial  damages  for  their  monopolistic  and  predatory 
practices,  and  we  are  also  challenging  TCI's  latest  attempt  to  in- 
jure our  business,  a  merger  that  was  worked  on  for  4  years,  a  con- 
sensual merger,  through  its  bid  through  QVC  to  upset  the  strategic 
merger  with  Paramount. 

TCI's  acquisition  through  QVC  of  Paramount  can  only  aggravate 
the  serious  structural  problems  I  have  described.  To  understand 
the  very  real  danger  of  a  Paramount  acquisition  by  TCI/QVC,  one 
must  understand  the  level  of  vertical  integration  and  program  pro- 
tection that  TCI  has  already  achieved. 

Turner  Broadcasting,  which  is  substantially  controlled  by  TCI, 
has  acquired,  or  will  soon  acquire,  control  of  independent  studios 
New  Line  and  Castle  Rock.  TCI  has  also  entered  into  agreements 
providing  for  a  substantial  equity  interest  in  Carolco  Pictures,  and 
according  to  published  reports  TCI  is  looking  at  deals  with  MCA's 
Universal  Studios  and  Sony's  Columbia  and  Tri-Star  Pictures. 

Should  TCI/QVC  acquire  Paramount,  TCI  will  have  significantly 
enhanced  power  to  dictate  terms  to  programmers,  threatening  that, 
unless  such  programmers  accept  TCI's  terms,  TCI  will  replace  their 
programming  with  programming  produced  by  its  captive  studios. 
By  depressing  to  below-market  levels  the  rate  of  return  of  unaffili- 
ated programmers,  program  diversity,  and  quality  will  suffer.  TCI 
now  pays  us  nothing  to  carry  VH-1.  We  could  complain.  They  could 
drop  VH-1  and  VH-1  is  out  of  business. 

TCI  and  its  partners'  market  power  is  dangerous  enough,  but 
when  coupled  with  the  publishing,  television,  and  motion  picture 
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production  and  other  interests  of  Paramount,  the  dangers  to  fun- 
damental first  amendment  principles  designed  to  further  diversity 
of  voices,  multiplicity  of  viewpoints,  and  freedom  of  access  to  the 
marketplace  of  ideas,  are  sobering.  This  is  especially  significant  in 
the  light  of  the  threatened  combination  of  two  of  the  largest  pub- 
lishers, something  that  hasn't  been  focused  on,  in  the  world,  Para- 
mount and  Newhouse,  another  partner  of  TCI.  This  combination 
would  create  the  single  largest  and  most  powerful  publisher,  pre- 
senting in  and  of  itself  serious  antitrust  questions. 

As  I  said,  this  combination  would  create  the  single  largest  and 
most  powerful  publisher,  presenting  in  and  of  itself  substantial 
antitrust  questions  with  respect  to  our  control  of  communications 
in  a  household.  Its  superhighway  is  really  an  exclusive  toll  road 
which  we  believe  will  impose  content-based  charges  on  those  who 
wish  to  communicate  through  it. 

Unlike  TCI  and  Bell  Atlantic,  Viacom  favors  a  truly  open  tele- 
communications superhighway,  ensuring  everyone  an  equal  chance 
to  step  up  to  the  microphone.  That  superhighway  should  be 
content-  and  identity-neutral,  and  Congress  should  require  that  su- 
perhighway to  be  a  two-way  operating  system  that  is  entirely  open. 

What  we  have  here  is  a  combination  of  two  great  monopolists. 
We  have  all  heard  for  years  how  monopoly  will  lower  prices  and 
advantage  the  consumer,  but  this  has  never  happened.  What  we 
have  here  is  the  elimination  of  two  potential  competitors. 

In  contrast  to  the  acquisition  by  TCI/QVC  of  Paramount  and  the 
proposed  Bell  Atlantic/TCI  merger.  Paramount  Viacom  will  com- 
bine two  companies  with  different  yet  complementary  strengths. 
Rather  than  entrenching  an  abusive  monopolist.  Paramount 
Viacom  will  create  a  new,  strong  competitor,  in  which  each  partner 
can  build  on  each  other's  programming  expertise  and  talent. 

The  emergence  of  Paramount  Viacom  is  particularly  important  to 
assure  America's  traditional  worldwide  leadership  in  the  creation 
of  programming.  Viacom  is  already  an  international  leader  in  mar- 
keting its  programming  services  all  over  the  world.  It  has,  in  effect, 
created  through  MTV  the  first  international  global  network. 

Paramount  Viacom  will  have  an  even  greater  ability  to  create 
and  export  programming  with  broad  international  appeal  and  en- 
hance American  competition  worldwide.  Paramount  Viacom  will 
also  provide  direct  and  almost  immediate  benefits  to  American  con- 
sumers, such  as  the  creation  of  America's  first  true  interactive  edu- 
cational television  network  for  kids,  drawing  on  Simon  &  Schuster 
for  its  educational  publishing  expertise  and  on  Viacom  and  its 
Nickelodeon  unit  for  their  expertise  in  children's  programming  and 
interactive  media. 

In  conclusion,  the  situation  facing  us  today  is  not  at  all  unlike 
that  of  the  old  Bell  System.  The  difference  here  is  that  the  anti- 
competitive effects  can  be  avoided  in  the  first  instance  without 
waiting  for  the  disaster  to  assume  full  form  before  remedial  meas- 
ures are  taken. 

TCI  has  monopoly  power  now  and  exploits  it.  Think  about  this. 
TCI  right  now  reaches  20  percent  of  cable  subscribers  in  the  United 
States.  With  its  partners,  it  reaches  one  in  every  three  homes  in 
the  United  States.  With  Bell  Atlantic,  it  will  reach  approximately 
50  percent  of  consumers  in  the  United  States.  Leaving  aside  all  is- 
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sues  of  abuse  of  power,  that  kind  of  power  should  not  be  lodged  in 
any  one  company  or  in  any  one  man. 
[The  prepared  statement  of  Mr.  Redstone  follows:] 

Prepared  Statement  of  Sumner  M.  Redstone  on  Behalf  of  Viacom 

International,  Inc. 

summary 

1)  Today,  TCI-controlled  cable  systems  are  gatekeepers,  controlling  exclusive  ac- 
cess to  well  over  20  percent  of  American  cable  homes.  That  exclusive  access 
gives  TCI  monopsony  power  to  "make  or  break"  independent  programming  serv- 
ices, because  given  the  need  to  reach  a  critical  mass  of  cable  subscribers,  a  pro- 
gramming service  that  is  not  carried  by  TCI-controlled  cable  systems  has  little 
or  no  chance  of  commercial  success.  If  the  Bell  Atlantic/TCI/Liberty  deal  is  com- 
pleted, TCI  will  have  access  to  one  in  every  two  American  homes,  enhancing 
TCI's  already  prodigious  "make  or  break"  power. 

2)  TCI  has  been  able  to  leverage  its  dominant  access  to  American  cable  homes  into 
cable  programming.  As  a  result,  TCI  and  Liberty  now  own  all  or  part  of  at  least 
25  cable  programming  services  in  the  United  States.  TCI  thus  has  the  power 
(through  its  dominant  access  to  cable  homes)  and  the  incentive  (through  its 
ownership  of  programming  services)  to  discriminate — and  sometimes  destroy — 
independent  programming  services.  And,  if  TCI  acquires  Paramount  (through 
QVCf),  TCI  will  have  even  less  need  for  independent  programming.  As  a  resmt, 
creativity  will  be  stifled,  program  quality  will  be  diminished  ana  cable  service 
prices  to  consumers  will  rise. 

3)  TCI  has  gilso  leveraged  its  market  power  to  obtain  control  over  critical  techno- 
logical developments,  including  encryption,  digital  compression,  transmission 
and  set-top  box  access  to  the  home.  Given  the  bottlenecks  that  TCI  has  already 
created  in  the  delivery  of  cable  services,  we  fear  letting  the  same  people  build 
and  control  the  coming  communications  "superhighway." 

4)  The  TCI/QVC/Paramount  transaction,  by  virtue  of  TCI's  market  power  and  the 
market  power  of  TCI's  partners  and  would-be  partners  in  QVC,  raises  serious 
antitrust  questions  in  itself  The  Bell  AtlanticyTCI/Liberty  combination  will  only 
make  a  bad  situation  worse.  If  either  proposed  combination  is  allowed  to  pro- 
ceed, the  American  consumer  will  be  forced  to  pay  more  for  lower  quality  pro- 
gramming and  less  diversity  in  programming.  We  urge  t"  le  government  to  take 
the  time  to  understand  and  deal  thoroughly  with  these  issues  before  allowing 
either  combination  to  proceed.  Without  government  intervention  now,  it  will  be 
much  harder  to  fix  the  structural  problems  later — and  it  may  well  be  impossible 
to  compensate  consumers  for  the  harm  they  will  suffer  in  the  interim. 

Good  morning,  Mr.  Chairman  and  Members  of  the  Subcommittee.  My  name  is 
Sumner  Redstone  and  I  am  the  Chairman  of  Viacom  International  Inc.  I  wish  to 
thank  the  members  of  the  Subcommittee  for  the  opportunity  to  appear  at  today's 
hearing. 

As  I  am  sure  you  know,  Viacom  International  Inc.  is  a  diversified  entertainment 
and  communications  company,  which  employs  approximately  5,000  people  world- 
wide. At  the  core  of  our  company  is  Viacom  Networks,  which  consists  of  MTV  Net- 
works and  Showtime  Networks  Inc.  MTV  Networks  includes  three  advertiser-sup- 
ported, basic  cable  television  networks:  MTV:  Music  Television;  VH-L^ideo  Hits 
One  and  Nickelodeony^ick  at  Nite.  Showtime  Networks  Inc.  operates  three  premium 
television  networks:  Showtime,  The  Movie  Channel  and  FLIX.  We  are  also  joint 
owners  of  Comedy  Central,  Lifetime  and  All  News  Channel — three  additional  adver- 
tiser-supported, basic  cable  networks.  Our  cable  division  owns  and  operates  cable 
television  systems  that  serve  approximately  1.1  million  customers.  Our  broadcast  di- 
vision owns  five  television  and  fourteen  radio  stations.  Through  our  entertainment 
division,  we  produce  programs  for  the  broadcast  networks  and  for  first-run  syndica- 
tion. Our  new  media  group  is  working  to  develop,  produce,  distribute  and  market 
interactive  programming  for  the  stand-alone  multimedia  and  interactive  market- 
place, which  is  fast  emerging. 

In  light  of  recent  developments  in  the  communications  industry,  the  work  of  this 
Subcommittee,  as  well  as  that  of  federal,  state  and  local  regulators  and  others 
charged  with  shaping  and  enforcing  communications  policy,  is  immensely  important. 
We  are  witnessing  the  dawn  of  a  new  age  of  communications,  a  revolution  every  bit 
as  profound  as  Bell's  invention  of  the  telephone. 
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As  with  the  development  of  our  nation's  telephone  system,  we  should  expect  enor- 
mous technological  advances  in  this  communications  revolution.  But,  also  as  with 
the  development  of  the  telephone  system,  the  future  communications  system  is  sus- 
ceptible to  the  leveraging  of  market  power  and  other  anticompetitive  practices  by 
those  who  dominate  the  nation's  local  delivery  systems.  The  time  for  decisive  action 
to  ensure  free  competition  and  the  full  benefits  of  the  communications  revolution  is 
now,  and  not,  as  with  the  old  BeU  system,  years  from  now  when  the  anticompetitive 
effects  are  manifest.  Without  the  vigilance  of  Congress,  the  Federal  Communications 
Commission  and  the  antitrust  enforcement  agencies,  the  American  public  will  be  de- 
nied many  of  the  advantages  the  communications  revolution  otherwise  would  bring. 

This  revolution  is  happening  at  a  breakneck  pace.  If  these  changes  hurtle  past 
policymakers  without  appreciation  of  their  potential  anticompetitive  implications,  it 
will  take  at  least  a  decade  of  reform — regulation,  public  enforcement  and  private 
litigation — to  remedy  the  situation  and,  in  the  meantime,  American  consumers  will 
be  the  victims,  rather  than  the  beneficiaries,  of  technological  innovation.  If  allowed 
to  proceed  unchecked,  the  risk  is  that  consumers  will  suffer  as  creativity  is  stifled, 
program  quality  is  diminished  and  cable  service  prices  rise.  What  is  at  stake  is 
nothing  less  than  the  way  that  Americans  will  receive  information,  communicate 
with  one  another,  and  interact — well  into  the  next  century. 

While  the  Subcommittee  has  much  work  and  a  variety  of  issues  to  consider,  I  will 
confine  my  remarks  to  three  areas  of  particular  concern  to  Viacom  and,  I  believe, 
to  the  American  public.  First,  I  will  discuss  certain  structural  problems  in  the  cable 
industry  today,  caused  by  the  extraordinary — and  abusive — monopoly  power  wielded 
by  Tele-Communications  Inc.  ("TCI")  and  the  companies  it  controls.  Second,  based 
on  our  experience  in  the  cable  industry,  I  will  describe  why  any  enhancement  of 
that  market  power,  indeed  TCI's  stranglehold,  in  the  communications  industry — 
specifically,  the  proposed  merger  of  Bell  Atlantic  and  TCI  and  TCI's  affiliated  com- 
pare. Liberty  Media  Corp.  ("Liberty")  and  TCI's  bid,  through  QVC  Network,  Inc. 
("QVC"),  for  Paramount  Communications  Inc.  ("Paramount') — will  further  choke 
competition  and  lead  to  a  closed  communications  "superhighway  built  and  ulti- 
mately controlled  by  TCI  and  those  affiliated  with  it.  Third,  and  finally,  I  will  out- 
line the  basic  elements  of  Viacom's  strategic  vision  for  the  communications  industry, 
and  explain  the  procompetitive  effects  and  benefits  to  consumers  of  the  proposed 
merger  of  Viacom  and  Paramount. 

I.  TCI's  MONOPOLISTIC  AND  PREDATORY  POWER  IN  THE  AMERICAN  CABLE  INDUSTRY 

Over  the  last  severed  years,  TCI  has  been  the  bane  of  the  cable  industry  and  the 
American  cable  consumer.  Through  a  complex  web  of  companies  it  controls  or  influ- 
ences, TCI  has  systematically  attempted  to  exert  monopoly  power  over  almost  every 
aspect  of  the  cable  industry  and,  most  recently,  the  technological  developments  that 
are  the  key  to  the  future  of  our  industry. 

Today,  TCI-controUed  cable  svstems  are  gatekeepers,  controlling  access  to  well 
over  20  percent  of  American  cable  homes.  No  other  cable  operator  comes  close  to 
that  size.  Even  Time  Warner  (the  second  largest  cable  operator  in  the  United 
States)  controls  access  to  only  half  that  number  of  homes,  and  the  next  group  of 
cable  operators  are  one-fourth  TCI's  size.  And  together  with  its  partners  and  would- 
be  partners  in  QVC— Comcast,  Cox  Enterprises  and  Newhouse — TCI  controls  access 
to  one  in  everv  three  American  cable  households.  With  the  addition  of  the  Bell  At- 
lantic service  case,  TCI  and  those  affiliated  with  it  will  have  access  to  one  in  every 
two  households — creating  overwhelming  power.  By  contrast,  Viacom's  cable  system 
holdings  are  de  minimis  (about  one-twelfth  the  size  of  TCI),  and  provide  service  to 
less  than  two  percent  of  all  cable  subscribers  in  the  United  States. 

To  understand  the  source  and  extent  of  TCI's  dominance,  one  must  understand 
the  unique  characteristics  of  the  cable  industry.  TCI's  level  of  exclusive  access  gives 
it  the  power  to  make  or  break  cable  programming  services,  among  other  things,  as 
it  sees  fit.  Unlike  any  other  industry  that  comes  to  mind,  the  cable  industry  is 
unique  in  that  even  a  20  percent  market  share  could  result  in  such  monopoly  power. 

TCI's  "make  or  break"  power  derives  from  the  fact  that  to  successfully  launch  and 
operate  a  national  cable  programming  service,  that  service  must  reach  a  sufficient 
base  or  "critical  mass"  of  subscribers  in  order  to  generate  sufficient  advertising  reve- 
nues or  subscriber  fees.  In  the  case  of  a  nationwide  advertiser-supported  basic  cable 
programming  service,  such  as  Viacom's  MTV  and  Nickelodeon,  the  "critical  inass" 
of  subscribers  required  to  succeed  is  roughly  40  million  of  the  current  57  million 
available  subscribers.  Premium  television  services,  such  as  Viacom's  Showtime  and 
The  Movie  Channel,  have  extraordinarily  high  fixed  costs,  and  therefore  are  also 
heavily  dependent  on  wide  distribution  by  cable  operators  in  order  to  amortize  those 
fixed  costs.  Further,  in  the  case  of  premium  services,  wide  distribution  by  cable  op- 
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erators  is  not  enough.  Premium  services,  where  carried,  also  need  to  be  favorably 
marketed  by  cable  operators  (including  favorable  positioning,  packaging  and  retail 
pricing)  in  order  to  encourage  consumer  subscriptions  to  individual  services.  Due  to 
TCI's  control  of  well  over  20  percent  of  cable  homes  nationwide,  a  decision  by  TCI 
not  to  carry  or  favorably  market  a  programming  service  on  its  exclusive-access  cable 
systems  would  require  that  that  service,  at  a  minimum,  be  carried  by  nearly  every 
other  cable  system  in  the  United  States  for  it  to  succeed  commercially — an  impos- 
sible hurdle  to  overcome. 

TCI  also  wields  its  market  power  in  subtle — ^but  no  less  anticompetitive — ways. 
Our  experience  has  shown  that  TCI  attempts  to  leverage  its  market  power  over  ac- 
cess to  American  cable  subscribers  in  order  to  tighten  its  grip  on  programming  serv- 
ices and  other  aspects  of  the  cable  industry.  TCI  often  dictates  grossly  unfair  terms 
as  a  condition  to  carriage  of  programming  services.  As  to  existing  programming 
services,  TCI  often  threatens  to  deny  carnage,  refuses  to  renew  aliiuation  agree- 
ments and  threatens  to  drop  programming  services  entirely,  knowing  that  wiuiout 
access  to  TCI's  systems,  programming  services  cannot  succeed. 

In  our  case,  TCI  and  Liberty  have  threatened  to  deny  carriage  on  their  cable  sys- 
tems of  our  premium  television  services — Showtime  and  The  Movie  Channel — and 
have  refused  to  renew  affiliation  agreements  with  Showtime  Networks  for  carriage 
of  those  premium  services.  TCI  has  also  threatened  to  "crucify"  The  Movie  Channel 
by  dropping  it  from  TCI's  cable  systems  in  favor  of  Liberty's  own  Encore  service. 

These  threats  were  designed  to  force  Showtime  Networks  into  a  low-ball  merger 
with  Liberty-owned  Encore  Media  and  to  weaken  or  eliminate  Showtime  Networks' 
competitive  position.  These  tactics  are  part  of  a  pattern  by  TCI  to  extract  an  equity 
interest  in  tnird-party  programming  services.  For  example,  TCI  used  its  monopoly 
muscle  to  buy  The  Learning  Channel  when  it  was  put  up  for  sale.  Lifetime  (a  joint 
venture  of  ABC/Capital  Cities,  Hearst  and  Viacom)  submitted  a  bid  for  The  Learn- 
ing Channel  of  $50  million,  while  TCI  offered  only  $30  million.  TCI  then  used  the 
threat  to  eliminate  The  Learning  Channel  from  TCI's  cable  systems — if  the  service 
were  sold  to  anyone  other  than  TCI — to  chill  the  bidding  for  The  Learning  Channel. 
As  a  result  of  TCI's  predatory  actions,  Lifetime's  competing  bid  for  The  Learning 
Channel  was  reduced  to  approximately  $39  million  and  ultimately  withdrawn.  TCI 
then  purchased  The  Learning  Channel  for  $30  million. 

In  another  example  of  TCI's  power  to  eliminate  programming  competition,  when 
NBC  began  to  develop  its  own  all  news  cable  network,  the  Consumer  News  and 
Business  Channel,  CNBC,  TCI  pressured  NBC  into  changing  the  focus  of  CNBC  in 
order  to  prevent  competition  with  TCI  controUed-Tumer  Broadcasting's  Cable  News 
Network.  According  to  then  Senator,  and  now  Vice  President,  Gore,  TCI  kept  CNBC 
off  the  air  until  TCI  was  assured  that  CNBC  would  not  compete  with  CNN.  Vice 
President  Gore  called  the  CNBC  situation  a  "shakedown  by  TCI." 

In  the  case  of  start-up  programming  services  launched  oy  third  parties,  TCI  uses 
a  similar  tactic — threatening  to  create  a  clone  of  the  new  programming  service, 
which  TCI  threatens  ynll  be  carried  on  TCI's  cable  systems  in  lieu  of  the  tiiird  par- 
tes new  service,  if  TCI's  demands  for  an  equity  interest  in  that  service  are  not  met. 
Because  carriage  on  TCI's  systems  is  essential  for  a  new  service  to  succeed,  TCI's 
demands  for  equity  tend  to  be  met.  For  example,  we  understand  that  Liberty  ex- 
tracted an  equity  interest  in  Court  TV  in  just  that  way — threatening  to  create  a 
clone  service  and  refusing  to  carry  Court  TV  on  TCI's  cable  systems.  Afraid  of  losing 
its  sunk  costs.  Court  TV  gave  in  to  TCI  and  today.  Liberty  owns  thirty-three  percent 
of  Court  TV. 

TCI  (and  Liberty)  now  own  all  or  part  of  at  least  25  cable  programming  services 
in  the  United  States  (including  Encore,  QVC  Network,  Home  Shopping  Network, 
Superstation  WTBS,  CNN,  Headline  News,  TNT,  The  Cartoon  Channel,  The  Family 
Channel,  The  Discovery  Channel,  The  Learning  Channel,  Black  Entertainment  Tel- 
evision, Court  TV,  Prime  Network,  Sportschannel  America,  X*Press  Executive  and 
The  Box). 

TCI  has  also  set  out  to  control  various  technological  developments — from 
encryption,  compression  and  transmission  of  signals  to  set-top  boxes  and  delivery 
of  programming  to  the  home — again  leveraging  its  market  power  over  access  to 
American  cable  subscribers  for  its  own  benefit.  TCI  has  created  bottlenecks  which 
give  it  control  of  the  delivery  of  programming  by  cable  and  satellite,  including  con- 
trol of  encryption  and  compression  technology.  This,  together  with  the  construction 
of  the  TCI  Authorization  Center — a  facility  Siat  will  employ  proprietary  technology, 
as  TCI  sees  fit,  to  encrypt,  digitally  compress,  transmit  and  control  signals  from  in- 
dividual program  services — will  enable  TCI  to  use  new  technology  to  create  new  bot- 
tlenecks in  the  distribution  of  cable  programming  services.  TCI  thus  will  be  able  to 
further  leverage  its  existing  monopoly  power  by  refusing  to  distribute  any  program- 
ming not  transmitted  through  the  TCfl  Authorization  Center. 
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The  net  result  of  TCI's  predatory  practices  is  borne  by  cable  progrsunmers  and  the 
American  consumer  alike:  TCI  typically  demands  lower  license  fees  from  program- 
mers in  which  TCI  has  no  equity  interest  and  extracts  monopoly  rents  (in  the  form 
of  higher  prices)  from  consumers  that  will  sacrifice  diversity,  choice,  quality  and  cre- 
ativity in  cable  programming.  Why?  As  TCI  drives  down  the  wholesale  price  it  pays 
to  such  unaffiliated  programmers,  those  programmers  will  have  to  cut  back  on  what 
they  spend  to  create  programming.  As  TCI  knows,  those  programmers  have  no  other 
viable  way  to  get  their  programming  to  cable  consumers  in  TCI's  franchise  areas 
except  through  TCI,  so  they  must  accept  TCI's  terms.  Because  TCI  attempts  to — 
and  often  does — deny  unaffiliated  programmers  a  fair  return  on  their  investment, 
those  programmers  will  spend  less,  program  quality  will  deteriorate  and — most  im- 
portantly— viewers  will  suffer.  Thus,  TCI  will  continue  to  rob  the  marketplace  of  the 
incentive  to  create  better  television,  and  consumers  will  be  the  losers. 

In  contrast  to  TCI's  typical  practice  of  pajdng  unaffiliated  programmers  license 
fees  which  are  substantially  below  market  rates,  we  believe  that  TCI  frequently 

fiays  programming  services  in  which  it  or  Liberty  has  an  equity  interest  fiill  license 
ees.  In  these  cases,  TCI  creates  not  only  artificially  low  license  fees  payable  to  its 
competition,  but  creates  artificially  high  license  fees  for  its  own  affiliated  program- 
ming services.  The  benefit  to  TCI  of  this  is  twofold,  first,  TCI  is  able  to  leverage 
non-TCI  cable  systems  into  paying  those  high  license  fees  for  its  own  affiliated  pro- 
gramming services  by  demanding  the  same  license  fees  that  TCI  itself  pays,  and  sec- 
ond, TCI  is  able  to  depress  the  Ucense  fees  payable  to  its  competition  because  non- 
TCI  cable  systems  frequently  refuse  to  pay  license  fees  for  non-TCI  programming 
which  are  higher  than  the  Ucense  fees  paid  by  TCI  for  such  non-TCI  programming. 
The  effect  overall  is  an  increase  in  consumer  prices  for  cable  services  and  a  diminu- 
tion in  program  quality  and  choice. 

Because  of  our  success  in  creating  programming  with  broad  consumer  appeal, 
Viacom  has  been  a  thorn  in  TCI's  side.  Perhaps  because  we  have  attempted  to  resist 
its  efforts  to  leverage  its  existing  market  power,  TCI  has  targeted  us  for  its  most 
egregious  forms  of  conduct.  Among  other  things,  TCI  has  tried  to  acquire  Showtime 
Networks  on  unfair  terms;  attempted  to  destroy  The  Movie  Channel  for  the  benefit 
of  TCI/Liberty's  own  premium  movie  services;  and  acquired  studio  production  capa- 
bilities through  TCI-related  companies  and  entered  into  exclusive  motion  picture 
output  agreements,  at  predatory  prices,  for  TCI/Liberty's  own  premium  movie  serv- 
ices, in  order  to  deny  Snowtime  Networks  access  to  that  motion  picture  output.  TCI 
is  willing  to  overpay  for  the  right  to  this  output  since  TCI  will  be  recompensed 
through  the  monopoly  tax  TCI  will  then  charge  American  consumers  in  the  form 
of  higher  prices  for  cable  television. 

Several  v/eeks  ago,  after  taking  TCI  on  for  years  in  the  marketplace,  we  took  TCI 
to  court.  We  have  sued  a  number  of  TCI -controlled  companies,  including  Liberty  and 
QVC,  in  New  York  federal  court  seeking  substantial  damages  for  their  monopolistic 
and  predatory  practices.  We  are  also  challenging  TCI's  latest  attempt  to  injure  our 
business — its  bid,  through  QVC,  to  upset  our  strategic  merger  with  Paramount.  At 
bottom,  our  dealings  with  TCI  have  proven  one  economic  fact  of  life:  a  dominant  po- 
sition in  cable  distribution  nationwide,  when  coupled  with  vertical  integration  into 
progreunming,  creates  intolerable  monopoly  power;  TCI  has  it,  and  it  uses  it.  I  there- 
fore believe  that  TCI's  market  power  must  be  addressed  immediately;  I  also  believe 
that,  if  the  past  is  prologue,  TCI's  latest  attempt  to  control  the  coming  communica- 
tions "superhighway"  must  be  stopped.  We  simply  cannot  afford  to  wait  until  TCI's 
closed  superhighway  is  in  place,  and  then  spend  the  next  ten  or  more  years  trying 
to  open  it. 

■II.  A.  BELL  ATLANTIC  WILL  ONLY  MAKE  A  BAD  SITUATION  WORSE 

The  combination  of  Bell  Atlantic  and  TCI  can  only  aggravate  the  serious  struc- 
tiu-al  problems  that  are  the  source  of  the  anticompetitive  power  that  TCI  so  bra- 
zenly abuses.  The  primary  reason — and  primary  danger — is  that  when  TCI's,  its 
partners'  and  would-be  partners'  share  of  U.S.  cable  homes  are  combined  with  Bell 
Atlantic's  share  of  the  local  telephone  service  business,  estimated  to  be  in  excess  of 
17  percent,  the  combined  entity  will  be  able  to  reach  into  virtually  50  percent  of 
American  homes.  TCI  already  abuses  its  control  of  its  local  cable  franchises,  and  if 
allowed  to  merge  with  Bell  Atlantic,  the  new  combination  will  possess  overwhelming 
power  which  can  only  exacerbate  the  kind  of  anticompetitive  conduct  in  which  the 
current  TCI  already  engages.  There  is  simply  no  question  that  that  kind  of  power 
should  not  be  concentrated  in  one  company. 

If  completed,  the  proposed  merger  between  Bell  Atlantic  and  TCI  will  give  Bell 
Atlantic/TCI/Liberty  an  entrenched  dominant  presence  in  48  of  the  50  states  and  in 
59  of  the  top  100  U.S.  local  markets.  This  massive  combination  will  control  access 
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to  22  million  telephone  and  cable  customers — without  taking  into  account  the  mar- 
ket power  and  reach  of  TCI's  partners  and  would-be  partners  in  QVC.  If  TCI  sought 
to  acquire  each  of  the  cable  systems  it  does  not  already  own  located  in  the  Bell  At- 
lantic service  areas,  antitrust  enforcers  would  surely  view  the  attempted  acquisition 
as  having  grave  anticompetitive  consecmences,  and  the  FCC  woiild  prohibit  that  ac- 
quisition as  a  blatant  violation  of  the  FCC's  horizontal  ownership  rules  (which  are 
far  too  lenient  in  any  case).  Yet,  this  is  essentially  what  TCI  is  accomplishing 
through  the  "back  door"  by  the  Bell  Atlantic  transaction — horizontal  ownership  well 
in  excess  of  the  FCC's  limits — although  TCI  tries  to  gloss  over  it  by  the  use  of  super- 
highway rhetoric. 

TCI  has  already  engaged  in  a  series  of  corporate  shell  games,  essentially  shuffling 
assets  in  order  to  avoid  the  strictures  of  federal  regulation.  One  need  look  no  further 
than  the  history  of  TCI  and  Liberty  to  predict  the  future.  When  threatened  by  re- 
strictions on  vertical  integration  and  horizontal  concentration,  TCI  "spun  off"  Lib- 
erty, with  majority  voting  control  ending  up  in  the  hands  of  John  Malone.  And  now 
that  the  danger  from  those  regulations  has  apparently  been  avoided.  Liberty  and 
TCI  have  announced  that  they  will  recombine,  with  the  financial  benefits  of  that 
recombination  flowing  to  TCI/Liberty's  controlling  shareholder,  John  Malone. 

This  makes  one  suspicious  that  the  same  pattern  will  undoubtedly  be  followed  in 
the  Bell  Atlantic/TCI  aeal.  The  companies  have  announced  that  if  they  fail  to  obtain 
regulatory  approval  allowing  TCI's  cable  franchises  and  Bell  Atlantic's  local  tele- 
phone service  to  operate  in  the  same  geographical  areas,  those  cable  assets  will  be 
spun  off"  in  order  to  "solve"  the  problem.  However,  as  in  the  TCI/Liberty  spin-off, 
the  assets  will  go  to  none  other  than  the  stockholders  of  TCI/Liberty  and  their  con- 
trolling shareholder,  John  Malone.  The  regulations  will  be  satisfied  on  their  face 
while  their  underljdng  purpose  will  be  subverted.  Control  will  still  lie  with  TCI 
through  common  ownership  and  interlocking  directorates. 

TCI  has  also  long  used  hardball  tactics  with  local  governments  to  get  its  way. 
When  the  small  town  of  Morganton,  North  Carolina,  concluded  that  TCI's  service 
was  "atrocious"  and  decided  not  to  renew  TCI's  cable  franchise,  the  Mayor,  Mel 
Cohen,  began  to  explore  building  a  municipal  cable  system.  In  response,  TCI  de- 
clared war  on  the  project  and  on  Mayor  Cohen.  TCI  sued  the  town  lor  $35  million, 
hired  a  lobb)dng  firm  to  propose  a  referendum  giving  TCI  a  lifetime  franchise,  and 
ran  negative  ads  to  defeat  Mayor  Cohen's  reelection.  TCI  spent  upwards  of  $140,000 
on  the  campaign,  in  contrast  to  the  $600  spent  by  the  incumbent.  The  town  fought 
the  lawsuit  and  won,  and  the  Mayor  was  reelected,  but  TCI  has  continued  to  appeal 
the  ruling.  While  the  case  is  on  appeed,  TCI  retains  the  cable  franchise  and  its  $1.3 
million  annual  proceeds.  Indeed,  in  a  familiar  tactic,  TCI  offered  to  sell  the  system 
to  a  consortium  of  buyers,  but  the  town  refused  to  approve  the  sale  when  it  discov- 
ered that  one  of  the  purchasers  was  owned  and  controlled  by  TCI.  In  a  similar,  and 
no  less  telling  story,  when  a  dispute  arose  between  the  town  of  Vail,  Colorado  and 
TCI  over  rising  rates  and  poor  service,  over  one  weekend  TCI  exhibited  nothing  but 
the  home  phone  numbers  of  the  mayor  and  the  city  manager. 

With  that  history  in  mind,  the  new,  bigger  TCI  with  its  enhanced  market  power, 
will  be  able  to  step  up  its  destruction  of  anyone  who  does  not  play  by  TCI's  rules. 
TCI  already  successfully  dictates  terms  of  carriage  to  almost  every  programmer,  and 
Showtime  Networks,  which  is  fighting  for  its  very  survival  against  TCI's  anti- 
competitive tactics,  is  living  proof  of  that  power.  And  if  past  is  prologue — and  it  is — 
TCI  will  use  this  power  to  favor  its  own  programming  as  well  as  to  extract  owner- 
ship interests  and  unreasonably  low  license  fees  from  unaffiliated  programming 
services. 

TCI  proposes  illusory  cures  for  these  serious  concerns.  First,  publicly  TCI  prom- 
ises a  better  tomorrow  with  plenty  of  competition.  Meanwhile,  privately  TCI  so  thor- 
oughly dictates  economic  conditions  today  in  the  cable  industry  that  competition  to- 
morrow will  be  far  too  late  to  control  TCI's  abuses.  The  situation  is  not  unlike  that 
of  the  old  Bell  system.  The  difference  here  is  that  the  anticompetitive  effects  can 
be  avoided  in  the  first  instance,  without  waiting  for  the  disaster  to  assume  full  form 
before  measures  are  taken  to  remedy  the  situation.  TCI  has  monopoly  power  now 
and  exploits  it  now.  The  acquisition  by  TCI,  through  QVC,  of  Paramount  will  only 
further  enhance  TCI's  monopoly  power  and  its  ability  to  abuse  it.  The  Bell  Atlantic 
deal  will  only  make  things  worse,  and  no  amount  of  rhetoric  from  TCI  or  Bell  Atlan- 
tic will  change  that  inevitable  fact. 

II.  B.  DIFFERENCE  IN  VISIONS  FOR  THE  DATA  SUPERHIGHWAY 

How  is  the  Viacom/Paramount  merger — with  the  recently  announced  investment 
in  Viacom  by  NYNEX  Corporation— different  from  TCI's  proposed  Bell  Atlantic/TCI/ 
Liberty  combination?  Aside  from  very  important  structural  differences  (which  I  will 
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get  to  in  a  moment),  there  is  a  fundamental  difference  in  our  vision  of  the  way  peo- 
ple will  communicate. 

TCI  has  spent  a  lot  of  time  lately  talking  about  the  Bell  Atlantic  deal  as  the  ful- 
fillment of  the  long-awaited  electronic  superhighway.  But  TCI  speaks  out  of  both 
sides  of  its  mouth.  While  promising  an  open  highway  and  free  competition — ^using 
buzzwords  like  "connectivity,"  "system  compatibility,"  and  "open  architecture" — TCI 
has  also  boasted  that  the  Bell  Atlantic/TCI  combination  "will  allow  us  to  control  all 
of  the  communications  needs  of  a  household  with  one  device."  Similarly,  Raymond 
Smith,  Chairman  and  CEO  of  Bell  Atlantic,  has  stated: 

Our  fundamental  strategy  is  very  straightforward.  Number  one,  to  de- 
velop a  full-service  network  capable  of  delivering  voice  and  data  and  image 
and  video  using  both  wired  and  wireless  technologies  in  high-growth  mar- 
kets, both  domestically  and  internationally.  Number  two,  to  develop  the  in- 
formation, entertainment,  and  transactional  services  that  can  be  offered 
over  that  network.  And  number  three,  to  develop  operating  systems  that 
allow  customers  easy  access  to  those  services. 

Thus,  while  Bell  Atlantic  and  TCI  have  promised  that  the  proposed  merger  will 
bring  "choice,  control  and  convenience  in  the  communications  marketplace,"  what 
this  really  means  is  TCI's  choice,  TCI's  control  and  TCI's  convenience.  But,  as  they 
say — and  as  TCI  itself  recognizes — ^the  devil  is  in  the  detail,  and  TCI  and  Bell  At- 
lantic are  providing  no  detail.  They  are  saying,  in  essence,  "trust  us,  we  will  do  the 
right  thing."  They  cannot  be  trusted,  however,  and  their  vision  is  not  of  a  truly 
open,  content-neutral,  superhighway,  where  any  programmer  has  unimpeded  access 
to  viewers  on  commercially  reasonable  terms. 

Viacom  favors  this  type  of  truly  open  telecommunications  superhighway,  support- 
ing both  competition  and  First  Amendment  values,  and  ensuring  everyone  an  equal 
chance  to  step  up  to  the  microphone.  We  believe  the  superhighway  should  be  con- 
tent and  identity  neutral.  What  that  means  is  that  as  in  an  actual  highway,  a  toll 
is  paid  to  gain  access  to  the  highway  and  that  toll  is  not  determined  by  what  a  par- 
ticular vehicle  is  carrying  or  the  owner  of  that  vehicle.  An  empty  truck  owned  by 
company  "A"  pays  the  same  toll  as  one  owned  bv  company  "B"  whose  truck  is  loaded 
with  goods  wortii  a  million  dollars.  The  toll  taker  collects  tolls  based  on  volume  of 
usage,  not  the  value  of  goods  carried  or  the  owner  of  the  truck.  In  other  words,  as 
with  the  telephone  system  today,  people  should  pay  based  on  how  much  they  use 
the  superhighway,  not  what  they  say  or  do  on  it  or  who  they  are. 

What  TCI  has  not  told  you  is  that  its  superhighway  is  really  an  exclusive  toll  road 
which  detours  competition  and  which  we  believe  will  impose  content-based  charges 
on  those  who  wish  to  communicate  through  it.  It  is  not  the  road  to  the  future  but 
a  path  to  a  past  of  unchecked  monopolies  and  arbitrary  censorship.  As  both  Bell  At- 
lantic and  TCI  have  made  clear,  their  superhighway  will  give  them  full  control  over 
the  programming  from  its  point  of  origin  through  its  delivery  to  the  home.  And  they 
mean  to  levy  tolls  on  both  programmers  and  consumers  at  several  points  along  the 
journey. 

The  first  toll  booth  on  TCI's  superhighway  will  collect  a  fee  imposed  on  users  of 
the  superhighway  for  initial  access,  and  that  fee  will  not  be  a  flat  rate,  but  rather 
will  be  levied  on  a  sliding  scale  based  on  TCI's  perception  of  the  value  of  the  par- 
ticular programming.  The  second  toll  booth  will  collect  the  fee  TCI  will  charge  to 
exit  the  highway  and  unlock  the  key  inside  the  set-top  box  TCI  has  placed  there, 
in  order  to  access  the  viewer.  And  the  third,  and  most  pernicious,  toll  booth  will 
be  the  one  that  collects  the  charge  for  obtaining  the  specifications  to  the  operating 
system  that  will  control  the  interactive  lanes  of  the  highway,  without  which  pro- 
grammers will  be  unable  to  create  software  capable  of  accessing  the  highway. 

By  manipulating  crucial  technologies  over  which  it  has  the  ability  to  gain  control, 
we  believe  that  TCI  will  control  what  the  set-top  box  is  allowed  to  receive  or  not 
receive.  Already  TCI's  market  power  has  made  its  choice  of  set-top  box  the  de  facto 
industry  standard.  By  the  same  token.  Bell  Atlantic/TCI  will  select  the  proprietary 
technology  and  equipment  necessary  to  construct  their  superhighway,  and  given  the 
fact  that  their  superhighway  will  be  the  first  constructed  and  capable  of  accessing 
virtually  50  percent  of  all  American  homes,  it  is  safe  to  assume  that  the  Bell  Atlan- 
tic/TCI superhighway  operating  system  will  also  become  the  de  facto  industry  stand- 
ard. If  this  occurs,  Bell  Atlantic/TCI's  control  over  the  technology  of  program  deliv- 
ery, and  thus  over  programming  itself,  will  be  almost  absolute. 

We  need  to  be  sure  that  TCI^  superhighway  is  more  than  just  a  means  to  detour 
both  competition  and  free  speech.  To  that  end,  I  suggest  that  you  ask  TCI  a  few 
questions  about  just  what  TCI  means  by  an  "open"  superhighway.  Because  of  TCI's 
vagueness  and  its  use  of  politically  correct  buzzwords,  it  may  be  impossible  to  pin 
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TCI  down,  or  ask  all  the  right  questions.  Nevertheless,  we  would  begin  with  the  fol- 
lowing: 

(1)  Will  TCI  charges  be  based  strictly  on  the  amount  of  usage  of  the  superhighway? 
In  other  words,  TCI  should  charge  for  the  number  of  trucks  on  the  road,  but 
not  for  the  subjective  value  it  places  upon  their  cargo. 

(2)  Will  TCI  divest  its  entire  interest  in  programming  to  a  wholly  unrelated  third 
party?  Such  a  sale  will  help  to  prevent  the  threat  of  discrimination  against  non- 
TCI  programmers'  access  to  TCI's  highway. 

(3)  If  not,  will  TCI  limit  its  affiliated  programmers'  use  of  its  highway  to  no  more 

than  a  specific  percentage  of  the  highway's  total  traffic  capacity?  TCI  has  spoken 
of  the  virtually  unlimited  capacity  of  TCI's  highway.  But  in  actuality,  capacity 
can  be  limited  in  a  manner  designed  to  permit  TCI  to  continue  to  discriminate 
against  unaffiliated  programmers  by  reserving  a  large  portion  of  limited  high- 
way capacity  for  its  favorite  sons.  A  specific  percentage  cap  on  its  usage  will 
help  ensure  that  TCI  builds  the  highway  as  openly  as  it  promised. 

(4)  Will  TCI  subscribe  to  standardized,  non-proprietary  data  formats  (e.g.,  MPEG  II 
for  video  and  Dolby  AC-3  for  audio)?  And  will  TCI  agree  not  to  place  a  propri- 
etary transport  layer  on  its  data  signal?  In  other  words,  will  it  make  the  high- 
way usable  by  all  vehicle  makes  and  models? 

(5)  Will  TCI's  highway  and  set-top  boxes  support  the  use  of  at  least  two  encryption 
processes?  Such  a  move  will  promote  both  signal  security  (bv  offering  redun- 
dancy in  the  event  that  one  encryption  process  is  compromised)  as  well  as  com- 
petition. 

(6)  Will  TCI  permit  the  set-top  boxes  to  be  sold  as  a  commodity  G-ike  telephones  are 
now — but  were  not  always),  whereby  all  manufacturers  have  open  access  to  the 
necessary  technology  and  specifications  to  build  compatible  equipment  and 
which  all  programmers  can  access?  Or  will  it  force  a  household  that  wants  to 
get  other  programming  services  to  go  to  the  expense  of  getting  another  set-top 
box?  In  effect,  this  would  be  no  different  from  forcing  a  family  to  buy  multiple 
television  sets  simply  to  access  different  channels. 

(7)  Will  TCI  operate  its  Authorization  Center  as  a  non-profit  free  trade  zone?  In 
other  words,  will  TCI  allow  programmers  to  sell  their  services  directly  to  the 
viewer  (or  to  other  cable  systems  or  other  distributors),  or  will  it  insist  that  its 
Authorization  Center  serve  as  a  gatekeeper  which  directly  controls  whether  a 
consumer  receives  a  given  service? 

After  you  pose  these  questions  to  TCI,  the  more  vague  assurances  or  "don't 
know's"  you  hear,  the  more  worried  you  should  be.  All  that  I  ask  is  that  you  do  not 
put  the  highwayman  in  charge  of  the  highway.  Viacom  believes  that,  at  a  minimum. 
Congress  should  require  that  the  superhighway  be  a  full,  two-way  operating  system 
that  is  entirely  and  tnily  open,  and  further,  that  the  software  specifications  for  ac- 
cess to  the  superhighway  be  made  publicly  available. 

II.  C.  TCI's  ACQUISITION  OF  PARAMOUNT  WOULD  FURTHER  STIFLE  COMPETITION  AND 

CREATIVITY  IN  THE  CABLE  INDUSTRY 

If  Paramount  falls  to  TCI,  through  its  controlled  company,  QVC,  it  will  be  further 
able  to  control  not  only  the  method  and  manner  of  non-broadcast  access  to  a  critical 
mass  of  American  homes,  but  it  will  be  further  able  to  exclude  from  the  marketplace 
or  competitively  disadvantage  any  programming  provider  who  will  not  agree  to  its 
terms,  and  replace  that  provider's  programming  with  TCI's  own  program  offerings. 
The  result  of  "TCI's  exclusionary  tactics  has  been  and  will  be  to  inflate  prices  to  con- 
sumers, reduce  quality  and  deny  adequate  returns  for  third-party  programming,  re- 
ducing the  supply  of  innovative  television. 

To  understand  the  full  context  and  the  very  reed  danger  of  a  Paramount  acqmsi- 
tion  by  TCI/QVC,  one  must  understand  the  vertical  integration  TCI  has  already 
achieved.  For  example.  Turner  Broadcasting,  which  is  substantially  controlled  by 
TCI,  has  acquired,  or  will  soon  acquire,  control  of  independent  studios  New  Line 
Cinema  and  Castle  Rock  Entertainment.  TCI  has  also  entered  into  agreements  pro- 
viding for  a  substantial  equity  interest  in  Carolco  Pictures.  And,  according  to  public 
reports,  in  addition  to  its  intent  to  acquire  Paramount,  TCI  is  considering  deals  with 
both  MCA's  Universal  Studios  and  Sony's  Columbia  Pictures  and  Tri-Star  Pictures. 

What  are  the  dangers  of  TCI  controlling  Paramount?  Once  TCI  has  Paramount, 
TCI  will  have  the  enhanced  power  to  dictate  terms  to  Viacom  and  other  program- 
mers by  wielding  the  threat  that  unless  such  programmers  agree  to  its  terms,  TCI 
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will  replace  their  programming  with  that  produced  by  its  captive  studios.  By  de- 
pressing to  below-market  levels  the  rate  of  return  of  unaffiliated  programmers,  di- 
versity, quality  and  new  sources  of  programming  will  be  thwarted  to  the  detriment 
of  the  American  viewing  public.  Indeed,  the  power  that  TCI  would  have  to  control 
programming  and  cable  distribution  is  dangerous  enough  by  itself,  but  when  coupled 
with  the  publishing,  television  and  motion  picture  production  and  other  interests  of 
Paramount,  the  danger  to  fundamental  First  Amendment  principles  designed  to  fur- 
ther a  diversity  of  voices,  a  multiplicity  of  viewpoints  ana  freedom  of  access  to  the 
marketplace  of  ideas,  is  sobering.  This  is  especially  significant  in  light  of  the  threat- 
ened combination  of  two  of  the  largest  pubUshers  in  the  world,  Paramount  and 
Newhouse.  This  combination  would  create  the  single  largest  and  most  powerful  pub- 
lisher, presenting,  in  and  of  itself,  substantial  antitrust  questions.  If  TCI's  plans  are 
fulfilled,  it  will  be  TCI  which  determines  which  voices,  viewpoints  and  ideas  are  car- 
ried on  the  nation's  superhighway.  Indeed,  TCI  could  end  up  controlling  the  news 
we  receive  and  the  content  of  our  children's  schoolbooks. 

DIFFERENCES  IN  VIACOM'S  ACQUISITION  OF  PARAMOUNT 

As  I  mentioned  earlier,  there  are  obvious  and  meaningful  differences  between  the 
proposed  Bell  Atlantic/TCI/Liberty  combination  and  NYNEX's  investment  in 
Viacom.  Most  fundamentally.  Bell  Atlantic  and  TCI  are  merging  their  entire  oper- 
ations. Two  companies  which  would  otherwise  compete  in  an  expanded  marketplace 
are  becoming  one,  thereby  eliminating  the  benefits  of  that  competition.  In  contrast, 
NYNEX's  relationship  with  Viacom  is  completely  different,  since  the  two  companies 
will  remain  operationally  independent.  NYNEX  is  simply  making  a  passive  invest- 
ment in  Viacom  and  NYNEX  will  have  no  right  to  control  Viacom's  actions  or  vice- 
versa.  Any  future  coordination  between  NYNEX  and  Viacom  will  occur  only  as  a  re- 
sult of  arms-length  negotiations  between  independent  parties  for  the  benefit  of  two 
separate  shareholder  constituencies.  Bell  Atlantic/TCI/Liberty  will  combine  to  create 
one  gigantic  $60  billion  company  which  serves  only  one  shareholder  constituency, 
whose  largest  shareholder  will  be  John  Malone. 

In  contrast  to  the  proposed  Bell  Atlantic/TCI  merger,  which  simply  makes  the  na- 
tion's biggest  cable  operator  even  bigger,  the  proposed  Paramount  Viacom  Inter- 
national will  combine  two  companies  with  different — yet  complementary — strengths. 
Rather  than  entrenching  an  abusive  monopolist.  Paramount  Viacom  will  create  a 
new,  strong  competitor  in  which  each  partner  has  access  to  and  can  build  on  each 
other's  programming,  expertise  and  talent,  the  very  embodiment  of  First  Amend- , 
ment  vmues. 

The  emergence  of  Paramount  Viacom  International  is  particularlv  important  to 
ensure  America's  traditional  worldwide  leadership  in  the  creation  of  prograinming. 
Viacom  is  already  an  international  leader  in  marketing  its  programming  services  to 
Europe,  Latin  America  and  Asia.  Paramount  Viacom  International  will  be  a  com- 
pany with  an  even  greater  ability  to  create  and  export  programming  with  broad 
international  appeal  and  thus  enhance  American  competition  worldwide. 

The  proposed  ParamountA'^iacom  merger  will  do  far  more  than  help  the  U.S.  bal- 
ance of  payments.  It  will  provide  direct  and  almost  immediate  benefits  to  American 
consumers.  For  example,  Paramount's  Simon  &  Schuster,  the  leader  in  educational 
pubUshing,  will  be  able  to  tap  into  Viacom's  expertise  in  interactive  television  tech- 
nology and  together  will  create  many  new  consumer  offerings,  such  as  a  new  Nickel- 
odeon designed  as  the  first,  true  interactive  educational  network  for  students  of  all 
ages  and  disciplines. 

CONCLUSION 

In  conclusion,  I  appreciate  your  commitment  to  ensuring  a  fair  and  competitive 
environment  and  to  the  principles  of  freedom  of  expression  that  you  have  long  la- 
bored to  guarantee  every  American.  I  thank  you  and  will,  of  course,  be  happy  to 
answer  any  questions  you  may  have. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Redstone. 

Mr.  Martin  Davis,  chairman  of  the  board  and  chief  executive  offi- 
cer of  Paramount  Communications,  we  are  happy  to  hear  from  you, 
sir. 

STATEMENT  OF  MARTIN  S.  DAVIS 

Mr.  Davis.  Thank  you.  Mr.  Chairman  and  members  of  the  sub- 
committee, good  morning.  My  purpose  today  is  to  tell  you  why  the 
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Paramount  Communications  board  voted  unanimously  to  enter  into 
a  merger  agreement  with  Viacom,  a  decision  we  announced  on  Sep- 
tember 12,  1993. 

We  are  proceeding  with  this  merger  agreement  on  the  basis  of 
a  revised  and  enhanced  offer  to  our  shareholders  just  made  by 
Viacom,  an  offer  which,  we  strongly  believe,  provides  our  share- 
holders with  more  value,  both  short  and  long  term,  more  than  the 
unsolicited  hostile  takeover  bid  announced  by  QVC. 

Let  me  now  turn  to  the  basis  of  our  agreement  with  Viacom. 
Paramount  is  a  copyright-driven,  American-owned  enterprise.  Our 
operations  are  primarily  in  film  and  television  production,  as  well 
as  book  publishing.  Our  studio  in  Los  Angeles,  I  might  add,  was 
founded  in  1912.  Today,  we  are  one  of  the  Nation's  leading  publish- 
ers of  educational  textbooks  and  related  instructional  materials,  as 
well  as  a  premier  trade  book  publisher  through  Simon  &  Schuster. 

Paramount  operates  the  now  completely  modernized  Madison 
Square  Garden  and  its  popular  regional  sports  cable  network,  five 
recently  acquired  and  expanding  theme  parks,  and  seven  UHF 
broadcast  stations.  Paramount  also  helped  to  launch  USA  and  Sci- 
Fi,  two  successful  cable  networks  jointly  owned  by  MCA. 

Over  the  past  decade,  the  worlds  of  entertainment  and  publish- 
ing, our  two  core  operations,  were  forever  altered  by  changes 
sweeping  through  our  marketplace  both  here  and  abroad.  These 
dramatic  changes  posed  formidable  challenges  to  our  management 
and,  if  I  may,  let  me  cite  some  of  them. 

First,  aided  by  a  weak  dollar  and  by  less  rigorous  foreign  ac- 
counting practices,  European  and  Japanese  companies  have  en- 
tered the  U.S.  market  on  a  massive  scale.  Foreign  owners  are  now 
in  control  of  large  Holl3rwood  studios  and  have  gained  an  enormous 
beachhead  for  the  production  of  films,  television  and  cable  pro- 
gramming, as  well  as  access  to  valuable  film  libraries.  They  have 
also  acquired  a  number  of  major  American  publishing  houses  who 
produce  instructional  materials  for  our  schools. 

Second,  our  competition  overseas  has  intensified  as  we  pursue 
new  global  opportunities  in  the  information  and  entertainment 
fields.  Our  competition  now  comes  in  large  measure  from  hori- 
zontally and  vertically  integrated,  foreign-owned  entities  who  are 
protected  and  shielded  by  their  governments  in  a  trade  playing 
field  which  is  far  from  level  when  it  comes  to  American  companies. 
If  the  United  States  is  to  remain  a  robust  competitor  in  Asia  and 
throughout  the  Common  Market,  then  only  those  American  compa- 
nies with  strong  complementary  product  franchises  and  efficient 
distribution  systems  will  succeed  over  the  long  run. 

Third,  within  our  own  country  the  media  lineup  has  been  radi- 
cally transformed.  Companies  that  were  once  independent  and  lim- 
ited to  a  single  market  have  joined  forces  across  the  product  and 
service  lines,  as  well  as  technologies,  to  create  powerful  multi- 
national and  domestic  giants  against  whom  we  must  also  compete. 

On  that  note,  what  must  be  of  concern  to  you  as  members  of  the 
Antitrust  Subcommittee,  as  it  is  to  us  as  independent  program- 
mers, is  the  extraordinary  market  power  amassed  by  the  cable 
forces  who  are  an  integral  part  of  the  QVC  lineup. 

First,  we  have  TCI,  which  is  by  far  the  Nation's  largest  cable  op- 
erator, with  over  10  million  subscribers.  Add  to  that  the  3-million- 
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plus  subscribers  in  Liberty  Media,  soon  to  be  folded  back  up  again 
by  John  Malone  into  TCI.  But  it  does  not  stop  there.  Comcast,  part 
of  the  original  QVC  group,  has  2.6  million  subscribers,  making  it 
the  fourth  largest  cable  operator.  The  more  recent  QVC  allies  are 
Cox  Cable,  with  1.7  million  subscribers,  and  Newhouse  Cable,  with 
1.3  million,  the  fifth  and  seventh  largest  MSO's.  This  brings  the 
grand  total  to  nearly  19  million  subscribers.  Effectively,  this  na- 
tionwide cable  cartel  would  give  TCI  and  its  partners  the  ability  to 
control  access  to  one  out  of  every  three  cable  homes  in  America. 
When  you  throw  in  the  Bell  Atlantic  service  area,  it  is  frightening 
to  contemplate  that  the  TCI/QVC  group  would  hold  the  power  to 
control  the  cable  gateway  to  one  out  of  every  two  homes  in  this 
country. 

This  concentration  of  market  power  does  not  even  stop  there.  The 
TCI/Liberty  Malone  empire  owns  all  or  part  of  as  many  as  23  cable 
networks  and  16  regional  sports  networks.  This  combination  of  hor- 
izontal and  vertical  power  would  have  an  even  greater  anticompeti- 
tive mass  if  it  were  to  succeed  in  acquiring  the  Paramount  Studio, 
as  well  as  controlling  the  MSG  Cable  Network  and  our  50-percent 
interest  in  USA  Network. 

A  QVC-Paramount  board  consisting  of  TCI,  Liberty  Media, 
Comcast,  Newhouse,  and  Cox  nominated  directors  would  exert 
enormous  leverage  over  the  marketplace  not  only  in  cable,  but  in 
publishing,  since  Newhouse's  Random  House  competes  head  to 
head  with  Simon  &  Schuster. 

Surely,  this  aggregation  of  media  power  in  so  few  hands  must 
somehow  be  brought  under  control  if  we  are  to  preserve  the  values 
of  competition,  programming  diversity,  and  the  best  interests  of  the 
consumer.  Our  antitrust  agencies  must  take  a  long  and  hard  look 
at  the  anticompetitive  aspects  of  the  QVC  hostile  takeover  bid  for 
Paramount. 

May  I  give  you  some  historical  perspective  with  a  direct  bearing 
on  the  subject  before  you.  During  the  1930's  and  1940's,  companies 
who  owned  the  movie  seats  also  owned  the  movies  that  were  being 
shown.  This  combination  of  content  and  carriage  was  stifling  com- 
petition and  hurting  the  consumer. 

In  1948,  our  Government  broke  up  this  vertically  integrated  mo- 
nopoly in,  as  it  turns  out,  the  Paramount  case.  Despite  the  hand- 
wringing  at  the  time,  the  film  makers  prospered.  They  were  able 
to  increase  their  production  not  only  to  serve  their  traditional  mar- 
ket, the  theaters,  but  the  new,  free  television  markets  which  were 
then  opening  up.  I  submit  that  we  are  in  the  same  situation  today. 
Instead  of  movie  seats,  there  are  armchairs  in  the  living  room  in 
front  of  a  screen  in  the  form  of  a  television  set  wired  for  cable. 

Question:  By  severing  the  link  between  the  cable  program  owner- 
ship and  the  control  over  the  means  of  delivery,  could  we,  by  taking 
a  leaf  out  of  the  Paramount  case  book,  serve  both  the  consumer 
and  increase  competition  in  this  new  media  age?  The  new  media 
gateway,  I  submit,  whether  it  is  called  the  communications  super- 
highway or  whatever  label  one  chooses  to  affix,  must  be  open  to  all 
programmers  on  a  fair  and  equitable  basis. 

Despite  the  intent  of  the  1992  Cable  Act,  a  crucial  question  you 
must  answer  is  whether  large,  integrated  cable  combines  like  TCI 
will  be  able  to  continue  to  discriminate  against  independent  cable 
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programmers  by  denying  them  fair  access  to  their  delivery  systems. 
By  so  doing,  they  can  block  the  only  currently  available  cable 
media  path  to  the  consumer.  These  cable  bridge-keepers  should  no 
longer  be  allowed  to  hold  up  independent  program  drivers  by 
charging  exorbitant  tolls  or  by  keeping  them  off  the  cable  roadway. 

In  the  face  of  the  structural  changes  in  our  business  environment 
that  I  referred  to  earlier,  it  became  clear  to  management  that  Para- 
mount could  not  simply  stand  pat.  Since  I  became  chairman  of 
Paramount  in  1983 — a  company  that  at  that  time  was  known  as 
Gulf+ Western  where  I  have  spent  almost  all  of  my  working  life — 
my  colleagues  and  I  began  to  explore  a  number  of  alternative  direc- 
tions. These  strategies  were  aimed  at  equipping  Paramount  to  be- 
come a  first-class  competitor  in  the  domestic  and  international  are- 
nas, and  thus  to  build  long  term  rather  than  short-term  share- 
holder values. 

A  decade  ago,  we  redefined  our  businesses  by  sharpening  our 
focus  on  entertainment  and  publishing.  We  were  not  afraid  to  un- 
dertake the  challenge  of  deconglomerating  and  to  concentrate  on 
what  we  considered  to  be  the  growth  areas  of  the  future  as  the  in- 
formation age  began  to  dawn.  In  so  doing,  we  created  exciting  op- 
portunities for  the  writers,  editors,  directors,  producers,  and  per- 
formers, the  talent  that  is  at  the  heart  of  our  business.  And  we  did 
so  while  strengthening  our  balance  sheet  by  paying  down  our  once 
very  heavy  debt  load  and  increasing  our  liquidity.  In  the  process, 
our  shareholder  values  increased  ten-fold. 

During  this  restructuring,  we  also  began  to  explore  the  possibili-' 
ties  of  a  business  combination  to  find,  if  you  will,  an  ideal  fit.  In 
pursuing  that  course,  we  wanted  to  avoid  the  dangers  of  highly  le- 
veraged or  bust-up  transactions  that  underm.ined  so  many  compa- 
nies in  the  "go  for  it"  eighties.  Our  strategy  led  us  to  a  careful 
search  for  an  acquisition  that  could  meet  these  criteria:  first,  a 
compatible  management  culture  and  business  philosophy;  a  com- 
bination that  would  present  no  antitrust  hurdles — we  believe  in 
competition,  not  in  the  heavy  hand  of  monopoly;  a  financially 
strong  association  without  the  need  to  sell  off  valuable  assets,  dis- 
locating employees  and  their  families  as  well  as  the  communities 
in  which  they  live;  a  creative  and  innovative  product  mix,  proven 
entertainment  franchises,  and  a  motivated  talent  base  together 
with  a  global  distribution  and  marketing  system,  taking  full  advan- 
tage of  the  latest  delivery  technologies;  and  most  importantly,  a 
community  of  interest  that  would  enable  us  to  grow  and  build  our 
businesses  together  for  the  long  haul,  businesses  that  would  in- 
form, entertain,  and  educate  audiences  both  here  and  around  the 
world. 

Viacom's  chairman,  Sumner  Redstone,  and  I  have  been  business 
associates  since  the  mid-1950's  when  he  built  a  successful  film,  ex- 
hibition circuit  throughout  New  England.  Over  the  past  4  years, 
Sumner  Redstone  and  I  talked  about  the  possibilities  of  a  Para- 
mount-Viacom merger.  Last  summer,  these  spirited  and  arms- 
length  negotiations  gained  momentum.  They  culminated  in  the 
friendly  merger  agreement  approved  by  the  Paramount  board. 
Clearly,  I  am  convinced  our  agreement  with  Viacom  meets  all  of 
the   criteria   I   outlined.   Together,   our  combined   companies   can 
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achieve  more  and  compete  more  vigorously  than  each  could  have 
done  in  its  own  right. 

We  saw  the  unusual  benefits  that  could  flow  by  bringing  together 
the  array  of  creative  talent  both  our  companies  have  assembled  in 
recent  years.  We  looked  at  the  international  distribution  systems 
represented  by  Viacom's  MTV  Latin  America,  Europe,  and  Asia 
services.  Linking  these  networks  to  our  programming  would  en- 
hance our  ability  to  reach  viewers  all  over  the  world. 

We  visualized  the  intriguing  opportunities  in  educational  pub- 
lishing. Let  me  cite  Viacom's  popular  children's  cable  network. 
Nickelodeon,  and  the  computer-based  interactive  learning  tech- 
nology Paramount  is  bringing  into  the  Nation's  classrooms.  Uniting 
these  two  great  franchises  would  promote  educational  innovation 
and  literacy  training. 

We  saw  the  potential  of  additional  free  television  programming 
and  have  just  announced  the  creation  of  a  fifth  broadcast  network 
with  Chris-Craft,  a  project  we  have  been  working  on  for  more  than 
a  year. 

We  saw  a  commitment  to  maintaining  the  integrity  of  our  assets 
and  a  resulting  company  that  would  accelerate  its  growth,  expand 
employment  opportunities,  and  promote  the  flow  of  exports — the 
uniqueness  and  popularity  of  American  intellectual  property  that 
can  measurably  improve  the  U.S.  trade  balance. 

Senator  Metzenbaum.  Mr.  Davis,  can  you  wind  up,  please? 

Mr.  Davis.  Pardon? 

Senator  Metzenbaum.  Can  you  wind  up,  please? 

Mr.  Davis.  I  am  almost  there,  sir. 

We  could  not  identify  any  antitrust  or  regulatory  problems.  In 
fact,  we  are  pleased  to  note  that  our  proposed  merger  with  Viacom 
last  week  received  the  required  Hart-Scott-Rodino  approval  from 
the  U.S.  Government. 

Finally,  we  recognize  that  Paramount  Viacom,  while  still  only 
half  the  size  of  Time  Warner  and  smaller  than  Fox'  News  Corp.  or 
Sony-Columbia,  Matsushita's  MCA  or  the  German  Bertelsmann 
Group,  could  serve  as  a  model  for  a  new  form  of  business  alliance, 
one  prepared  to  meet  the  global  goals  of  competition,  programming 
diversity,  and  state-of-the-art  product  innovation,  while  at  the 
same  time  honoring  our  joint  commitment  to  building  long-range 
shareholder  values. 

Mr.  Chairman,  that  completes  my  remarks.  I  am  pleased  to  re- 
spond to  your  questions. 

Senator  Metzenbaum.  I  do  have,  and  my  guess  is  my  colleagues 
have  a  number  of  questions,  but  before  doing  so  some  of  our  mem- 
bers were  not  here  before  when  we  v/ere  taking  opening  state- 
ments. Senator  Specter,  we  would  be  happy  to  hear  from  you,  sir. 

OPENING  STATEMENT  OF  HON.  ARLEN  SPECTER,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  PENNSYLVANIA 

Senator  Specter.  Thank  you,  Mr.  Chairman.  In  an  opening 
statement,  I  would  like  to  express  some  of  the  concerns  which  I 
have,  however,  I  am  now  very  late  for  an  earlier  commitment,  so 
I  am  going  to  have  to  excuse  myself,  but  I  will  try  to  return  to  ask 
questions  and  have  a  dialog. 
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Up  until  late  yesterday  afternoon,  all  I  knew  about  this  matter 
was  what  I  read  in  the  newspapers  and  heard  on  the  electronic 
media.  As  is  the  custom,  I  met  late,  at  the  request  of  Mr.  Smith 
and  then  at  the  request  of  Mr.  Redstone  and  Mr.  Davis.  Although 
I  had  earlier  appointments  scheduled  at  Mr.  Diller's  request,  he 
could  not  complete  them,  but  I  talked  to  him  by  phone  today.  What 
I  see  unfolding  is  a  very  complicated  picture,  one  which  is  going  to 
require  very  considerable  analysis  in  a  variety  of  fora. 

When  Mr.  Smith  outlines  the  goals  of  Bell  Atlantic,  I  am  can- 
didly impressed.  I  have  seen  Bell  Atlantic  operate  in  my  hometown 
over  many  years,  and  I  would  like  to  see  competition  in  cable  and 
in  telephones  both  in  Pennsylvania  and  in  Philadelphia.  I  would 
like  better  cable  service  also  in  Washington  where  they  are  also 
present.  Bell  Atlantic  and  QVC  and  Comcast  all  have  very  substan- 
tial roots  in  Pennsylvania. 

When  I  take  a  look  at  the  statements  which  are  made  by  Mr. 
Redstone,  as  I  heard  them  yesterday  afternoon  and  read  his  state- 
ment and  hear  them  this  morning,  I  am  very  concerned.  I  have  ex- 
amined in  a  cursory  fashion  a  very  extensive  complaint  which 
Viacom  has  filed  against  TCI  in  the  Federal  court  alleging  anti- 
trust violations. 

I  don't  know  what  the  facts  are,  but  if  TCI  is  going  to  have  ac- 
cess to  50  percent  of  American  households,  then  I  have  grave 
doubts  about  the  public  policy  wisdom  of  such  an  arrangement;  but 
I  repeat,  I  don't  know  what  the  facts  are.  I  have  been  provided  with 
a  chart  which  talks  about  vertical  integration  and  horizontal  inte- 
gration, and  I  think  we  may  soon,  if  this  is  all  so,  have  diagonal 
integration,  with  as  extensive  as  these  issues  are. 

I  am  just  a  little  disappointed  that  Dr.  John  Malone  is  not 
present  today,  but  I  understand  the  problems  of  scheduling. 

Senator  Metzenbaum.  He  has  been  invited  and  he  was  out  of  the 
country,  but  we  expect  him  to  be  before  us  at  a  subsequent  hear- 
ing. 

Senator  Specter.  Well,  I  would  hope  that  he  would  be  present. 
When  we  talk  about  the  kind  of  allegations — and  I  emphasize  that 
they  are  allegations — that  Mr.  Redstone  has  made,  and  I  don't 
know  what  the  facts  are,  but  if  these  facts  are  proven,  it  is  a  very 
serious  question. 

I  have  been  dissatisfied  with  antitrust  enforcement  back  through 
many  administrations,  both  Republican  and  Democratic.  I  don't 
think  we  have  had  nearly  enough  vigor  in  antitrust  enforcement. 
Fortunately,  there  is  a  remedy  on  private  right  of  action,  and  the 
Viacom  Co.  has  commenced  a  complex  lawsuit  with  a  big,  thick,  fat 
complaint.  It  would  be  my  hope  that  Viacom  would  pursue  that  in 
Federal  court.  There  are  procedures  with  the  temporary  restraining 
order  and  preliminary  injunction  to  bring  this  matter  into  court 
promptly  and  to  see  what  can  be  proved. 

I  do  not  think  it  is  possible  for  this  subcommittee  to  begin  to  sort 
out  all  these  complex  factual  allegations  and  potential  defenses. 
WTien  I  listened  to  Mr.  Diller  on  the  telephone  for  a  few  moments 
this  morning,  he  had  quite  a  lot  to  say  on  the  other  side.  I  under- 
stand that  Mr.  Redstone  and  Viacom  have  some  concerns,  motiva- 
tions perhaps,  not  to  see  the  QVC  merger  take  place  with  Para- 
mount. I  understand  that,  but  whatever  the  motivations  are,  what 
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is  of  concern  to  this  committee  and  me  and  others  is  what  the  facts 
are.  So  I  would  hope  that  Viacom  would  proceed  to  try  to  produce 
a  resolution  of  the  facts  and  put  up  the  evidence  to  the  extent  that 
they  have  it. 

Speaking  for  myself,  and  perhaps  for  others  on  the  committee, 
we  are  not  going  to  get  involved  in  whether  Viacom  or  QVC  ought 
to  merge  with  Paramount — that  is  another  question — unless  there 
are  antitrust  implications  in  and  of  itself.  But  there  are  very  pro- 
found public  policy  interests  involved  here  on  the  consumers  of 
America  in  cable  television  which  are  enormously,  enormously  im- 
portant. 

As  I  say,  I  will  try  to  return  to  participate  in  the  questioning, 
and  I  think  that  we  are  going  to  have  to  scrutinize  this  matter  very 
closely.  I  hope  that  the  new  antitrust  chief,  Ms.  Anne  Bingaman, 
a  very  competent  lawyer  who  heads  that  division,  will  take  a  close 
look  and  that  we  will  be  able  to  fmd  out  what  the  facts  are  so  that 
we  can  come  to  an  informed  judgment. 

Senator  Metzenbaum.  Thank  you  very  much.  Senator  Specter. 

Senator  Hatch,  do  you  have  an  opening  statement? 

OPENING  STATEMENT  OF  HON.  ORRIN  G.  HATCH,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  UTAH 

Senator  Hatch.  Thank  you,  Mr.  Chairman.  This  hearing  is  a 
very  interesting  one  to  me,  and  the  issues  surrounding  this  hearing 
are  very  interesting.  In  my  view,  the  question  posed  by  the  title  of 
this  hearing,  "Will  Telecommunications  Mega-Mergers  Chill  Com- 
petition and  Inflate  Prices,"  manages  to  be  both  leading  and  mis- 
leading. The  answer  to  this  question  is  clearly  not  the  reflexive  un- 
thinking "yes"  that  the  question  invites.  This  question  must  in- 
stead be  examined  in  light  of  the  revolutionary  changes  underway 
in  telecommunications. 

Until  now,  the  local  markets  for  telephone  and  cable  have  devel- 
oped and  have  been  regulated  as  separate  natural  monopolies.  Real 
competition  within  each  market  has  been  viewed  as  technologically 
infeasible  and  regulatory  walls  designed  to  prevent  the  leveraging 
of  market  power  into  other  market  products  have  reinforced  the 
local  monopolies. 

Now,  however,  technological  changes  are  rapidly  rendering  obso- 
lete the  assumptions  that  have  governed  regulation  of  local  tele- 
phone and  cable  markets.  Specifically,  remarkable  advances  in 
wired  and  wireless  communications  will  soon  make  vigorous  com- 
petition possible  in  both  the  local  telephone  and  cable  markets.  The 
regulatory  walls  protecting  each  of  these  monopolies  are  rapidly 
crumbling  and  the  markets  themselves  are  merging. 

The  collapse  of  these  walls  will  not  only  subject  the  local  tele- 
phone company  and  the  local  cable  company  to  competition;  it  will 
also  free  them  to  venture  out  to  compete  on  each  other's  terrain. 
The  sooner  the  local  monopolies  are  ended,  the  more  the  American 
consumer  will  benefit.  Promotion  of  competition  in  the  telephone 
and  cable  markets  is  therefore  the  surest  path  to  low  prices  and 
quality  service  for  the  American  consumer. 

This  hearing  centers  on  two  prospective  mergers,  one  between  a 
local  telephone  company,  albeit  a  very  large  one,  and  a  cable  sys- 
tem, the  largest;  the  other  a  battle  within  the  cable  industry  for 
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control  of  a  movie  studio.  I  hope  that  this  hearing  will  examine, 
among  other  issues,  important  questions  such  as:  What  existing 
regulatory  barriers  impede  the  development  of  competition  in  the 
telephone  and  cable  markets?  Do  alliances  between  local  telephone 
companies  and  out-of-region  cable  companies  offer  the  best  prospect 
of  vigorous  competition  in  the  emerging  combined  market?  What 
threats  to  long-term  competition  are  posed  by  acquisitions  during 
this  transitional  phase  that  we  are  now  in?  These  are  interesting 
questions. 

I  have  met  with  everybody  testifying  here  today  on  this  first 
panel,  and  I  have  to  say  that  I  am  concerned  about  some  of  the 
problems  that  have  been  raised.  I  do  think  that  it  is  important,  Mr. 
Chairman,  that  Mr.  Malone  testifies  before  the  committee  and  that 
he  be  prepared  to  answer  some  of  the  questions  that  we  have.  I 
think  it  is  critical  because  this  is  not  some  little  itty-bitty  thing; 
this  is  a  very,  very  big  set  of  processes  and  set  of  determinations, 
and  I,  for  one,  want  to  do  what  is  right  and  proper  under  the  cir- 
cumstances and  under  the  law  in  this  situation. 

Thank  you,  Mr.  Chairman. 

Senator  Metzenbaum.  Thank  you  very  much.  Senator  Hatch.  Let 
me  make  it  very  clear,  we  had  indicated  to  Mr.  Malone  that  we 
would  like  to  have  him  present  here.  I  could  not  speak  with  him; 
he  was  out  of  the  country.  I  spoke  with  his  representative.  He  told 
me  they  would  consider  coming  before  the  committee.  I  told  him  we 
would  expect  him  to  come  before  the  committee  at  a  future  date, 
and  we  will  work  that  out  in  the  not  too  far  distant  future. 

I  also  spoke  with  Mr.  Barry  Diller  and  he  indicated  a  complete 
willingness  to  be  with  us,  and  it  is  just  a  matter  of  scheduling.  We 
also  expect  to  hear  from  Mr.  Allen,  chairman  of  the  board  of  AT&T. 
So  we  want  to  see  to  it  that — and  I  am  sure  all  of  the  committee 
members  feel  the  same  way,  and  that  is  that  all  of  the  parties  to 
these  matters  be  given  an  opportunity  to  be  heard  and  that  we  be 
given  an  opportunity  to  inquire  of  them. 

With  that,  we  will  proceed  forward  with  some  questions  and  we 
will  start  with  you,  Mr.  Smith.  Mr.  Smith,  until  this  merger  was 
announced,  I  had  hoped,  based  on  your  company's  past  assertions 
about  competition,  that  Bell  Atlantic  would  build  a  video  platform 
which  would  be  the  most  formidable  competitor  to  TCI's  cable  mo- 
nopolies in  the  Bell  Atlantic  region. 

You  claim  that  you  still  will  move  to  compete  against  cable. 
Frankly,  Mr.  Smith,  I  am  skeptical.  Even  if  you  are  not  allowed  to 
control  both  wires  into  the  consumers's  homes,  you  will  no  longer 
have  strong  reason  to  compete  aggressively  against  cable  compa- 
nies. In  fact,  there  is  every  reason  to  believe  you  will  sell  the  TCI 
cable  systems  in  your  phone  region  to  companies  that  won't  aggres- 
sively compete  against  you.  You  and  I  both  know  you  can  make 
sales  to  people  who  could  be  very  aggressive  competitors  and  you 
can  make  sales  to  those  that  would  not  have  sort  of  an  understand- 
ing to  lay  back  and  not  come  on  too  strong  as  a  competitor. 

I  know  there  are  lots  of  ways  to  achieve  that  kind  of  an  objective, 
realistically  speaking.  I  believe  you  will  have  the  power  to  leverage 
TCI's  vast  programming  and  extensive  cable  systems  to  intimidate 
your  competitors  and  discourage  or  prevent  them  from  competing 
with  you  aggressively. 
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Isn't  it  true  that  if  this  merger  were  approved,  you  could  block 
other  phone  or  cable  companies  from  competing  with  your  phone 
business  because  of  the  control  that  you  have  over  so  much  popular 
programming  and  the  vast  number  of  people  that  your  cable  sys- 
tems would  reach? 

Mr.  Smith.  No,  it  absolutely  is  not  true.  Senator.  It  is  our  inten- 
tion to  spin  off  all  of  the  TCI  and  Liberty  cable  systems  that  are 
in  our  territory  in  a  way  that  will  benefit  the  shareholders  of  the 
corporation.  We  will  do  that  in  a  way  that  will  be  consistent  with 
all  of  the  laws  of  the  land  and  we  will  not  have  any  kind  of  cozy 
arrangements  with  anyone  at  any  time.  It  is  the  tradition  of  our 
company,  Bell  Atlantic,  to  remain  above  reproach  when  it  comes  to 
hsindling  situations  of  this  sort. 

Somebody  said  that  it  is  the  definition  of  intelligence  to  be  able 
to  hold  two  conflicting  ideas  in  your  mind  at  the  same  time,  and 
that  means  that  sometimes  we  are  going  to  have  to  deal  with  peo- 
ple as  competitors  and  at  the  same  time  they  may  be  suppliers, 
such  as  AT&T.  We  compete  vigorously  against  AT&T.  We  compete 
vigorously  against  Southwestern  Bell.  We  compete  vigorously 
against  all  sorts  of  companies  that  are  in  our  territory.  We  plan  to 
do  exactly  that. 

We  will  build  the  world's  best  video  network  in  the  old  Bell  At- 
lantic region.  We  will  compete  with  the  cable  companies  that  are 
there,  whether  they  were  owned  by  TCI  or  not  in  the  past.  And  we 
have  a  precedent  to  this.  Back  in  1984  when  the  Bell  System  was 
broken  into  eight  parts,  AT&T  and  the  seven  regional  holding  com- 
panies, there  were  questions  of  the  sort  that  you  posed.  People 
said,  well,  these  are  friends  and  they  are  going  to  have,  at  least 
at  the  very  beginning,  the  same  shareholders,  and  so  on;  they  won't 
compete  against  each  other.  Well,  I  think  that  that  has  proven  ab- 
solutely not  to  be  true. 

We  are  strategic  competitors  against  virtually  every  one  of  the 
former  members  of  the  Bell  System,  and  that  is  exactly  what  we 
will  do,  and  we  don't  do  that  just  out  of  an  altruism.  Senator.  We 
do  it  because  it  is  good  business.  The  video  market  is  large.  The 
interactive  video  market  is  going  to  be  gigantic.  It  is  very  much  to 
our  advantage  to  compete  very  directly  against  those  cable  compa- 
nies. 

The  cable  companies  that  will  be  spun  off  are  likely  to  be  spun 
off  to  companies  like  AT&T,  Bell  South,  Ameritech,  excellent  com- 
panies who  are  going  to  be  doing  the  same  sorts  of  things  as  we 
are  out  of  their  region.  They  are  going  to  be  competing  against  us 
for  telephone  and  we  are  going  to  be  competing  against  them  in  our 
territory  in  video.  So  I  don't  see  this  in  any  way  being  advan- 
tageous to  our  shareholders,  and  it  certainly  is  not  something  that 
we  would  ever  consider  doing. 

Senator  Metzenbaum.  Well,  Mr.  Smith,  Bell  Atlantic  is  a  very 
well-respected  company. 

Mr.  Smith.  Thank  you. 

Senator  Metzenbaum.  And  I  hold  it  in  the  highest  regard.  You 
made  one  statement  that  caught  my  attention.  You  said  Bell  Atlan- 
tic would  always  want  to  conduct  itself  in  a  manner  that  would  be 
above  reproach. 

Mr.  Smith.  Yes,  sir. 
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Senator  Metzenbaum.  But  the  fact  is  that  I  am  not  sure  exactly 
when  you  did  it,  but  not  too  long  ago  Bell  Atlantic  was  saying  that 
the  cable  rates  should  be  reduced  28  percent.  I  came  in  from  New 
York  early  this  morning  and  glanced  at  the  Washington  Post  and 
saw  you  had  now  changed  your  position  on  that,  you  said  we  will 
have  to  reconsider  that  position.  Now,  that  sort  of  sounds  like,  well, 
I  am  on  a  different  side  of  the  table  now;  now,  I  am  in  the  cable 
business  and  I  don't  think  this  28-percent  reduction  should  be  the 
fact. 

I  have  to  say  to  you  that  we  are  all  realists.  You  are  a  business 
person.  I  came  out  of  the  business  world,  and  if  you  are  going  to 
own  the  cable  companies,  you  don't  want  cable  rates  to  be  reduced 
28  percent.  But  before  when  you  weren't  in  that  position  of  owning 
TCI,  you  were  for  it.  That  is  not  exactly  the  kind  of  image  that  you 
tell  us  Bell  Atlantic  maintains  and  wants  to  continue  to  maintain. 
Would  you  care  to  address  yourself  to  that? 

Mr.  Smith.  Yes,  certainly.  When  we  were  providing  testimony 
concerning  the  Cable  Act,  we  were  concerned  about  rights  and  we 
made  statements  of  that  sort.  That  still  is  to  our  advantage.  As  you 
know.  Senator,  we  are  in  a  letter  of  intent  stage.  We  haven't  signed 
a  definitive  agreement  and  we  certainly  haven't  closed  on  these 
properties,  and  you  should  be  aware  that  there  is  a  cash-flow  test 
in  these  properties  which  states  that  we  will  pay  a  certain  multiple 
of  the  cash-flow.  So  if  the  cash-flow  is  slightly  lower,  we  pay  a 
lower  price.  So  I  am  not  retracting  that  testimony. 

We  are  going  to  have  to  review  all  of  our  positions  so  that  we 
represent  our  shareholders  and  our  customers.  All  of  the  positions 
that  we  made  in  the  past  were  made  sincerely.  We  felt  that  they 
were  appropriate.  I  am  not  retracting  that,  but  we  will  have  to  con- 
sider as  circumstances  alter  cases  and  we  go  forward. 

I  feel  that  our  company  has  been  above  reproach.  What  we  have 
attempted  to  do  was  to  represent  all  aspects  of  our  constituency, 
which  is  our  customers,  our  shareholders,  our  employees,  and  the 
communities.  We  try  to  do  it  in  a  balanced  and  reasonable  way  so 
we  provide  a  fair  return  and  we  provide  good  jobs  and  we  provide 
good  value  to  the  customers,  and  we  are  good  citizens  in  the  com- 
munity. So,  as  we  make  these  positions  and  we  change  over  time, 
we  are  doing  it  as  circumstances  alter,  so  I  don't  think  that  that 
is  in  any  way  a  change  in  our  basic  position. 

Senator  Metzenbaum.  Are  you  saying  to  me  that  you  need  mo- 
nopoly profits  from  cable  consumers  in  order  to  complete  this  deal? 

Mr.  Smith.  Monopoly  profits,  sir? 

Senator  Metzenbaum.  Yes. 

Mr.  Smith.  Would  you  explain? 

Senator  Metzenbaum.  Well,  if  there  is  no  competition — we  were 
looking  at  a  world  prior  to  this  deal  being  made  where  it  was  rea- 
sonable to  assume  and  everybody  in  the  field  felt  that  the  day  was 
coming  when  the  Bell  companies  would  be  in  a  position  to  compete 
with  the  cable  companies  by  having  the  second  wire  into  the  home 
and  providing  a  similar  service  to  that  which  cable  provides. 

Mr.  Smith.  Absolutely. 

Senator  Metzenbaum.  Now,  the  question  is,  when  you  eliminate 
that,  when  you  are  in  control  of  both  of  the  wires — and  even 
though  you  say  we  will  sell  off  one,  the  fact  is  you  are  saying  to 
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us  now  you  need  the  profits  that  that  monopoly  gives  you,  which 
is  what  TCI  now  has.  Before,  you  were  telling  us  there  was  a  28- 
percent  reduction  that  should  be  made,  and  now  I  gather  from  the 
morning  paper  you  are  saying  this  is  something  we  will  have  to  re- 
consider. 

Mr.  Smith.  I  will  have  to  read  the  morning  paper,  Senator,  but 
the  fact  is  that  we  made  that  statement  and  we  still  think  that 
that  is  reasonable.  The  fact  of  the  matter  is,  though,  we  will  not 
own  both  sides  of  the  wires.  Let  me  see  if  I  can  make  that  clear. 
All  across  in  the  red  parts  that  you  see  on  your  map  there,  TCI 
is  the  cable  operator.  They  will  build  full-service  networks  in  those 
areas  and  they  will  compete  with  all  comers,  not  just  other  cable 
competitors  such  as  direct  broadcast  satellite  or  28-gigahertz  sys- 
tems that  are  going  to  provide  sort  of  short-term  wireless  cable  or 
any  of  the  others.  All  comers  will  be  competed  with,  including  the 
telephone  companies. 

We  fully  expect  that  the  telephone  companies  will  do  what  Bell 
Atlantic  is  going  to  do  in  the  yellow  areas,  and  that  is  to  equip 
their  networks  with  cable  capacities  that  will  deliver  the  equivalent 
of  video  dial  tone  to  all  of  the  customers.  It  is  to  our  advantage  at 
Bell  Atlantic  to  compete  directly  with  all  of  the  cable  companies 
that  are  in  that  yellow  territory. 

We  will  never  control  both  sides  of  the  line.  I  sent  a  letter  just 
yesterday  to  yourself  and  a  number  of  members  of  the  leadership 
making  that  very,  very  clear.  We  made  that  statement  clear  to  the 
Justice  Department. 

Senator  Metzenbaum.  Mr.  Smith,  I  am  going  to  have  to  ask  you 
to  make  your  answers  a  little  shorter  because  of  time  constraints. 
Mr.  Smith.  Yes,  sir. 

Senator  Metzenbaum.  But  are  you  saying  to  me  that  people  in 
those  red  areas  should  be  getting  28-percent  rate  reductions?  Is 
that  what  you  are  saying? 
Mr.  Smith.  No,  I  am  not  saying  that,  Senator. 
Senator  Metzenbaum.  I  didn't  think  so,  but  that  is  what  you 
said  when  you  appeared  before  one  of  the  regulatory  bodies. 
Mr.  Smith.  Senator,  I  didn't  appear  before  the  body. 
Senator  Metzenbaum.  No;  I  understand. 

Mr.  Smith.  That  was  a  Bell  Atlantic  statement  that  was  made. 
Senator  Metzenbaum.  When  I  say  "you,"  I  mean  Bell  Atlantic. 
Mr.  Smith.  And  under  the  circumstances  at  that  time,  they  felt 
that  there  should  be  a  reduction  in  the  rates  at  that  level. 

Senator  Metzenbaum.  Mr.  Smith,  you  claim  we  don't  need  to 
worry  about  the  proposed  merger  because  of  the  nondiscrimination 
provisions  of  the  1992  Cable  Act. 
Mr.  Smith.  That  is  correct. 

Senator  Metzenbaum.  You  claim  under  the  act  you  won't  be  able 
to  leverage  and  discriminate,  as  John  Malone  did,  so  there  is  no 
problem  with  your  owning  all  of  TCI's  programming.  However,  if 
you  are  so  confident  that  the  law  will  work,  why  did  you  decide 
that  you  needed  to  pay  a  hefty  price  to  own  all  of  this  program- 
ming? 

Mr.  Smith.  Well,  let  me  say  first  of  all  that  the  accusations  made 
at  this  table  and  by  others  about  John  Malone  are  unproven,  and 
America  has  a  long  and  cherished  tradition  of  unsupported  and 
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unproven  accusations  and  counteraccusations  during  acquisition 
battles.  So  I  am  not  about  to  comment  on  which  pot  is  calHng 
which  kettle  black,  but  I  cannot  sit  by  and  say  that  John  Malone 
has  done  these  things.  These  things  that  are  absolutely  unproven. 

Senator  Metzenbaum.  I  am  not  sure  I  would  agree  with  that. 
From  my  own  personal  experience,  I  remember  when  a  little  wire- 
less company  in  Cleveland  was  trying  to  get  into  the  marketplace 
and  just  had  the  squeeze  put  upon  it,  and  it  seems  to  me  that  I 
have  some  recollection  of  other  instances  in  which  John  Malone  has 
indeed  wielded  his  monopoly  power. 

Mr.  Smith.  No  offense,  but  accusations  are  not  proof.  But  the  fact 
of  the  matter  is  I  am  not  prepared  to  comment  on  those,  and  there 
are  accusations  made  the  other  way,  of  course.  But  the  fact  of  the 
matter  is  that  the  reason  for  the  Bell  Atlantic  and  TCI  merger  is 
this,  that  we  felt  as  we  looked  ahead  that  this  country  was  going 
to  move  toward  interactive  video  systems  that  will  be  delivered  to 
every  single  home. 

As  I  said  in  my  testimony,  this  is  going  to  be  a  very  important 
societal  benefit.  It  is  also  going  to  be  a  very  good  business.  We  con- 
cluded in  Bell  Atlantic  that  we  didn't  have  the  programming  and 
cable  experience  and  it  would  take  us  an  awful  long  time  to  develop 
it.  We  looked  around  this  country  and  we  said  which  companies 
had  this  kind  of  experience,  and  we  saw  the  fine  companies  of 
Comcast  and  Time  Warner  and  TCI  and  we  concluded  that  the  best 
match  for  us  would  be  TCI. 

We  paid  the  price,  or  offered  the  price  to  TCI  and  Liberty  Media 
based  on  the  value  that  we  saw  in  the  future.  The  core  com- 
petencies of  those  companies  matched  ours  perfectly.  We  had  a  way 
and  means  that  we  felt  we  would  spin  out  any  kind  of  conflicting 
assets  within  our  region.  We  would  promote  competition  outside  of 
our  territory  and  we  would  bring  fierce  competition  inside  the  terri- 
tory by  equipping  our  existing  network  to  become  that  super- 
highway. So  that  was  the  reason  that  we  wanted  to  do  that.  This 
is  a  wonderful  new  business  for  us  and  we  saw  them  as  the  best 
possible  partner. 

Senator  METZENBAUM.  Senator  Hatch,  I  have  got  another  ques- 
tion for  Mr.  Smith,  then  I  will  yield  to  you  and  then  I  will  come 
back  to  Mr.  Smith. 

Senator  Hatch.  I  would  appreciate  it  if  I  could  because  I  do  have 
to  leave. 

Senator  Metzenbaum.  I  will  just  ask  one  more  and  then  yield  to 
you. 

Senator  Hatch.  OK,  thank  you. 

Senator  Metzenbaum.  Under  your  merger  agreement,  I  under- 
stand that  through  TCI  you  would  own  a  large  share,  30  percent, 
of  Teleport,  a  company  that  has  begun  to  provide  direct  competition 
with  local  phone  companies  in  New  York,  Boston,  Chicago,  Dallas, 
Los  Angeles,  and  is  moving  into  the  Bell  Atlantic  region  particu- 
larly with  respect  to  New  Jersey,  Pennsylvania,  and  the  District  of 
Columbia. 

If  this  merger  goes  through,  you  would  then  have  a  30-percent 
share  of  Teleport.  Wouldn't  you  then  be  able  to  stifle  telephone 
competition  which  would  otherwise  develop  from  Teleport? 


32 

Mr.  Smith.  We  would  seek  to  do  exactly  the  same  thing  with 
Teleport  as  we  are  doing  with  the  in-region  cable.  We  would  think 
it  would  be  inappropriate  to  be  on  both  sides  of  the  competitive 
wire,  whether  that  competitor  was  a  former  TCI  cable  company  or 
a  former  Teleport  company.  So  we  would  seek  to  divest  all  conflict- 
ing assets  of  that  sort. 

Senator  Metzenbaum.  Senator  Hatch? 

Senator  Hatch.  Thank  you,  Mr.  Chairman. 

Mr.  Smith,  as  you  have  heard  again  this  morning  and  as  you 
know,  TCI  and  Mr.  Malone  have  been  accused  of  a  broad  range  of 
abusive  anticompetitive  practices.  Now,  I  admit  these  are  accusa- 
tions and  I  am  eager  to  hear  Mr.  Malone's  account.  I  understand 
why  he  can't  be  here,  a  conflict  in  scheduling,  but  I  think  he  is 
going  to  have  to  come.  In  his  absence,  though,  let  me  just  direct 
a  couple  of  questions  to  you. 

Mr.  Smith.  Surely. 

Senator  Hatch.  First,  is  Bell  Atlantic's  acquisition  agreement 
with  TCI  in  any  respect  contingent  upon  QVC's  successful  acquisi- 
tion of  Paramount? 

Mr.  Smith.  No. 

Senator  Hatch.  What  role  would  Mr.  Malone  play  in  the  com- 
bined Bell  Atlantic-TCI  merger? 

Mr.  Smith.  Mr.  Malone  would  be  vice  chairman  and  I  will  be 
chairman  of  the  board.  Mr.  Malone  will  be  responsible  for  the  de- 
velopment of  new  programming,  especially  in  the  interactive,  mul- 
timedia area. 

Senator  Hatch.  One  of  the  basic  concerns  that  Viacom  has  ex- 
pressed about  TCI  is  that  its  size  in  the  cable  systems  market  al- 
legedly gives  it  monopsony  power  in  acquiring  programming,  and 
that  it  allegedly  has  leveraged  and  will  continue  to  leverage  that 
power  into  monopoly  power  in  the  programming  market.  Now, 
would  you  agree  that  if  these  allegations  are  true  they  would  pose 
a  serious  threat  to  competition  and  to  the  welfare  of  American  con- 
sumers? 

Mr.  Smith.  I  think  that  the  allegations  are  based  on  a  model  of 
the  industry  which  is  rapidly  changing. 

Senator  Hatch.  But  what  if  they  are  true? 

Mr.  Smith.  The  model  was  that  there  was  one  cable  operator  in 
each  location  and  there  were  limited  numbers  of  channels  that 
were  available,  and  this  scarce  commodity  into  the  living  rooms 
could  be  controlled  by  one  person  or  another.  Many  of  those  con- 
cerns have  been  addressed  by  the  1992  Cable  Act.  It  is  a  good  act 
and  it  requires  that  unaffiliated  content  providers  have  access  to 
whatever  number  of  channels  there  are. 

But  the  fact  is  that  the  paradigm  is  changing.  With  compression 
technologies  and  with  wireless  technologies,  the  capacity  into  each 
city  and  to  each  home  is  increasing  almost  exponentially.  We  are 
not  talking  about  30  channels  that  are  limited  an5rmore,  or  even 
500  channels.  The  kind  of  interactive  network  that  we  are  building 
is  based  on  the  telephone  model;  that  is,  it  is  switched  and  any  in- 
dividual who  has  content  will  have  access  to  this  new  network,  and 
we  will  be  able  to  provide  their  contact  into  the  home.  So  the  old 
model,  I  believe,  is  no  longer  operational. 
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Senator  Hatch.  But  would  you  agree  that  these  allegations  merit 
careful  examination  by  antitrust  enforcement  authorities? 

Mr.  Smith.  I  think  that  all  aspects  of  this  deal  will  require  care- 
ful consideration,  and  we  expect  that  and  we  want  that  so  that  we 
can  go  forward  on  an  even  basis. 

Senator  Hatch.  On  pages  16  and  17  of  his  written  testimony — 
and  I  have  read  the  testimony — Mr.  Redstone  poses  seven  ques- 
tions to  be  asked  of  TCI.  Now,  may  I  request  that  you  and  Mr.  Ma- 
lone  provide  answers  to  those  questions  to  the  committee? 

Mr.  Smith.  Of  course. 

Senator  Hatch.  All  right,  thank  you.  Now,  I  have  a  question  re- 
garding the  proposed  divestment  of  TCFs  cable  operations  with  Bell 
Atlantic's  region.  Let  me  say  parenthetically  that  this  divestment 
eliminates  what,  from  an  antitrust  perspective,  would  be  the  single 
most  potentially  troublesome  feature  of  the  acquisition. 

Mr.  Smith.  Yes. 

Senator  Hatch.  Could  you  explain  how  the  divestment  would 
take  place  under  the  acquisition  agreement,  because  as  I  read  the 
acquisition  agreement  transfer  of  in-region  cable  operations  to  an- 
other company  would  be  contingent  on  that  company  agreeing  to 
subscribe  to  Bell  Atlantic's  video  dial  tone  network  service?  I  want 
to  know  if  that  is  a  correct  reading,  and  if  so,  how  would  you  re- 
spond to  the  concerns  that  this  provision  itself  might  be  anti- 
competitive or  might  have  anticompetitive  consequences? 

Mr.  Smith.  The  spin-out  of  the  TCI  assets  in  the  Bell  Atlantic 
region  is  not  contingent  upon  the  taking  of  Bell  Atlantic's  video  dial 
tone  service.  This  is  an  offer  that  we  have  made  to  every  cable  com- 
pany in  our  operating  territory  and  a  number  of  them  have  accept- 
ed it.  This  is  an  arrangement  by  which  the  video  dial  tone  network 
is  built.  It  is  either  owned  or  co-owned  by  either  or  both  of  the  par- 
ties. It  passes  all  of  the  scrutiny  of  the  Justice  Department  to  make 
sure  that,  although  capital  may  be  preserved,  which  is  the  idea  be- 
hind this,  competition  is  also  preserved.  The  approval  of  those 
agencies  is  required  before  any  of  these  kinds  of  systems  could  be 
put  up,  but  it  isn't  contingent  on  that. 

Senator  Hatch.  One  last  question.  Are  there  any  existing  regu- 
latory barriers  to  competition  in  the  cable  market  that  you  believe 
are  outdated? 

Mr.  Smith.  Yes;  we  went  to  court,  as  you  may  recall,  in  Alexan- 
dria and  said  that  the  1984  Cable  Act  was  unconstitutional  on  first 
amendment  grounds.  Bell  Atlantic  won  that  case  and  it  was  ap- 
plied without  a  stay,  pending  appeal,  to  Bell  Atlantic  only. 

We  personally  feel  that  there  should  not  be  any  kind  of  cross- 
ownership  for  cable  and  that  telephone  companies  all  over  the 
countries  should  be  permitted  into  this  field.  Free  and  open  com- 
petition is  really  going  to  be  very  good.  It  is  going  to  not  only,  I 
believe,  provide  more  choice  and  convenience,  it  is  also  going  to 
provide  in  the  long  run  lower  prices  and  it  will  also  expand  the 
market.  So,  yes,  I  think  there  is  that  cross-ownership  that  is  inap- 
propriate even  today. 

Senator  Hatch.  Thank  you.  Mr.  Chairman,  I  just  have  a  couple 
of  questions  for  Mr.  Redstone.  I  have  only  taken  about  5  or  6  min- 
utes. Could  I  just  finish  these? 

Senator  Metzenbaum.  I  have  no  problem,  but  Senator  Simon 
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Senator  Hatch.  Do  you  mind,  Senator  Simon,  because  this  is 
very  important  as  far  as  I  am  concerned? 

Senator  SiMON.  Go  ahead. 

Senator  Hatch.  There  is  a  lot  riding  on  it  for  all  sides  here.  We 
really  do  need  to  go  into  this  in  perhaps  more  detail  than  what  we 
are  doing  here  today,  and  I  appreciate  our  distinguished  chairman 
holding  these  hearings. 

Mr.  Redstone,  as  I  understand  it,  your  concerns  center  on  TCI's 
alleged  power  in  the  cable  systems  market.  Now,  do  you  agree  that 
technological  changes  make  competition  within  the  local  cable  mar- 
ket possible,  and  if  so,  will  these  changes  suffice  to  prevent  the  con- 
solidation or  maintenance  of  abusive  market  power? 

Mr.  Redstone.  No,  they  won't.  If  I  may  suggest 

Senator  Hatch.  If  you  will  get  a  little  closer  to  your  mike,  I 
think  it  will  help. 

Mr.  Redstone.  We  have  all  heard  about  this  500-channel  cable 
system.  Well,  I  will  believe  it  when  I  see  it.  Right  now,  there  is  a 
limited  channel  capacity  throughout  the  United  States.  What  you 
have  here,  however,  is  control,  not  only  horizontal  control  of  cable, 
such  horizontal  control  that  right  now,  forgetting  the  track  record 
of  anticompetitive  behavior,  Mr.  Malone  decides  what  people  can 
hear  and  see  in  the  United  States,  not  only  in  his  cable  franchise 
area  but  in  the  United  States  because  if  a  cable  channel  cannot 
succeed,  it  doesn't  succeed  anywhere. 

That  kind  of  power  should  not  be  in  the  hands  of  any  one  person. 
That  kind  of  power  will  be  enhanced  in  two  ways;  first,  by  an  ac- 
quisition of  Paramount  and,  second,  by  this  merger.  It  is  not  simply 
the  control  of  the  gate;  it  is  the  control  of  the  programming  serv- 
ices. Mr.  Malone,  through  his  own  entities  and  related  entities,  con- 
trols 25  programming  services.  He  controls  16  regional  sports  chan- 
nels. Are  we  to  give  him  Paramount's  one  regional  sports  channel? 

Right  now,  he  is  able  to  discriminate  against  every  programmer. 
I  assure  you,  you  will  not  find  any  programmers  here  to  testify,  ex- 
cept those  affiliated  or  particularly  friendly  with  Mr.  Malone,  be- 
cause if  they  do  their  life  is  in  his  hands.  If  you  add  the  Paramount 
library  to  Mr.  Malone's  enormous  program  holdings — those  aren't 
disposed  of  as  a  result  of  this  merger — he  can  further  discriminate 
against  other  programmers  and  eliminate  their  necessity  on  his 
cable  systems. 

But,  finally,  forgetting  the  track  record  of  anticompetitive  behav- 
ior— we  say  it  is  not  proven;  it  was  proven  enough  for  Senator  Gore 
to  call  it  holding  ransom,  a  shakedown,  in  the  words  of  Senator 
Gore,  and  he  was  right.  Forgetting  that,  nobody  should  have  this 
kind  of  power.  Nobody  should  be  the  gatekeeper  to  consumers  to 
cable,  to  access  to  cable. 

Senator  Hatch.  But  doesn't  the  1992  Cable  Act  already  proscribe 
the  activities  that  you  allege  that  TCI  has  engaged  in,  and  why 
can't  sufficient  relief  be  obtained  for  these  alleged  violations  either 
through  the  courts  or  through  the  FCC? 

Mr.  Redstone.  Well,  I  assume  they  can,  and  if  we  could  only  se- 
cure a  vigilant  look  at  the  antitrust  implications  of  the  proposed 
merger  of  QVC  and  Paramount,  as  well  as  Bell  Atlantic  and  TCI, 
that  is  all  we  have  a  right  to  ask.  The  hope  that  these  concerns 
which  we  express — we  do  have  a  private  ax  to  grind,  but  we  believe 
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our  concerns  rise  to  the  dignity  of  issues  of  great  public  concern 
which  will  affect  the  future  of  the  telecommunications  industry.  We 
believe  that  they  should  be  seriously  looked  at  by  the  antitrust  au- 
thorities. We  have  no  right  to  request  anything  more  than  that. 

Senator  Hatch.  Do  you  support  or  oppose  eliminating  existing 
restrictions  on  the  ability  of  telephone  companies  to  compete  in  the 
cable  business? 

Mr.  Redstone.  I  think  that  telephone  companies  should  be  al- 
lowed to  compete.  I  think  that  competition  of  every  kind  is  good  for 
America,  but  while  we  hear  about  all  this  potential  competition  for 
newcomers,  the  fact  of  the  matter  is  that  this  merger,  particularly 
with  TCI,  eliminates  competition  between  a  proven  monopolist  and 
Bell  Atlantic.  That  is  the  immediate  result  of  this. 

We  have  heard  today,  if  I  may  just  add  one  thought,  that  we  all 
want  a  state-of-the-art  superhighway  to  the  American  home.  We 
think  that  is  a  good  idea.  We  don't  think  it  should  be  in  the  control 
of  one  man. 

Senator  Hatch.  Well,  one  last  question.  Does  the  Bell  Atlantic 
acquisition  exacerbate  any  of  your  concerns?  If  so,  how?  Let  me  just 
add  this  to  it.  How  does  the  fact  that  the  combined  Bell  Atlantic- 
TCI  entity  would  have  access  to  half  of  the  American  homes  reflect 
a  threat  to  competition  if  other  telephone  and  cable  entities  would 
also  have  access  to  such  homes? 

Mr.  Redstone,  I  think  what  you  have,  sir,  is  the  fact  that  with 
just  20  to  25  percent  of  cable  homes  in  the  control  of  John  Malone, 
reaching  just  that  part  of  the  country,  you  have  clearly  anti- 
competitive behavior.  You  clearly  have  serious  antitrust  issues 
merely  by  the  existence  of  the  power,  getting  away  from  the  abu- 
sive power. 

Remember,  these  people  who  have  these  monopolies  are  gate- 
keepers. They  decide  who  can  get  in  and  they  decide  what  pro- 
grammers can  get  in.  When  you  add  just  his  partners,  you  now 
have  a  reach  to  one-third  of  the  homes  of  America.  When  you  add 
Bell  Atlantic,  you  have  a  reach  by  one  company  into  50  percent  of 
the  homes  of  the  United  States.  That  is  too  much  power  for  any- 
body. 

Senator  Hatch.  I  have  used  up  enough  of  my  time.  I  am  sorry, 
Mr.  Davis,  I  won't  ask  you  any  questions.  I  am  sure  you  will  miss 
that.  [Laughter.] 

But  I  have  really  enjoyed  this  and  have  appreciated  all  of  the 
testimony  here  today,  both  the  written  and  the  oral.  Thank  you. 

Senator  Metzenbaum.  Thank  you.  Senator  Hatch. 

Senator  Simon? 

OPENING  STATEMENT  OF  HON.  PAUL  SIMON,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  ILLINOIS 

Senator  SiMON.  Thank  you,  Mr.  Chairman.  First,  I  want  to  com- 
mend you  for  holding  this  hearing.  I  think  it  is  important  that  we 
look  at  any  concentration  of  economic  resources  in  our  country,  and 
I  think  the  Antitrust  Division  of  the  Justice  Department  also  has 
to  look  at  this  very  carefully.  I  confess,  as  I  have  told  one  of  you 
at  the  table,  I  probably  know  less  about  this  whole  merger  than 
most  members  of  this  subcommittee.  But  I  think  whenever  you 
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have  this  kind  of  concentration  of  economic  resources,  we  have  to 
look  at  it. 

I  would  say,  second,  I  am  concerned  not  just  in  this  field,  but  in 
general,  about  how  we  are  allocating  our  capital  resources  in  our 
country.  To  the  extent  that  you  have  a  stock-for-stock  transaction, 
that  is  a  healthy  thing.  We  talk  a  great  deal  about  the  Federal 
Government's  deficit,  and  I  have  been  one  of  those  who  has  talked 
a  lot  about  it.  But  it  is  really  a  culture  of  debt  that  we  have  created 
in  our  society  that  applies  to  corporations,  it  applies  to  consumers, 
as  well  as  to  governments. 

One  of  the  changes  in  the  tax  law  that  came  about  the  other  day 
that  Senator  Metzenbaum  and  I  did  not  vote  for  was  to,  for  the 
first  time  since  1927,  permit  corporations  to  write  off  goodwill 
when  one  corporation  acquires  another  corporation.  I  might  add,  I 
am  going  to  be  introducing  legislation — I  would  be  happy  to  have 
you  as  a  cosponsor,  Senator  Metzenbaum 

Senator  Metzenbaum.  You  got  me. 

Senator  Simon  [continuing].  To  rescind  that  provision  as  of  the 
effective  date  that  the  President  signs  the  legislation. 

Third,  I  am  concerned  about  this — and  I  mentioned  to  Mr.  Smith 
the  other  day  when  he  stopped  in  the  office — I  am  concerned  about 
telephone  companies  getting  into  the  cable  business  and  the  alloca- 
tion of  costs.  A  February  1993  GAO  report  says  the  FCC  simply 
doesn't  have  the  resources  to  monitor  cross-subsidization  ade- 
quately. I  am  also  sure  the  various  State  regulatory  bodies  do  not 
have  the  resources  to  monitor  that  adequately,  and  I  fear  that  the 
consumer  can  lose  out  in  the  long  run  in  this  kind  of  a  situation. 

Then,  finally,  since  I  have  the  three  of  you  here — and  unfortu- 
nately I  am  just  moving  from  committee  meeting  to  committee 
meeting  this  morning  and  I  am  going  to  have  to  leave  in  just  a  few 
minutes.  But  since  we  have  all  three  of  you  here  who  represent  siz- 
able investments  in  cable,  one  of  the  problems  that  we  are  trying 
to  work  on  is  this  whole  question — and  this  is  not  a  dollar  bottom 
line,  but  a  cultural  bottom  line — the  whole  question  of  entertain- 
ment violence  on  television  that  glorifies  violence. 

The  research  is  just  overwhelming.  The  Surgeon  General  has 
twice  given  us  warnings,  and  the  National  Institute  of  Mental 
Health  has  as  well.  No  serious  researcher  questions  the  reality  that 
entertainment  violence  is  adding  to  violence  in  our  society.  The 
broadcast  networks  have  moved  some.  How  permanent  that  move 
is  is  a  concern  of  mine.  I  have  to  say  candidly  cable  has  been  much 
less  responsive  in  terms  of  where  we  are  going. 

If  I  may  just  toss  this  one  question  at  you — and  there  will  prob- 
ably be  another  panel  on  here  before  I  get  back,  and  I  will  also 
have  some  written  questions  in  some  other  areas.  But  since  we 
have  the  three  of  you  here,  what  is  your  feeling  in  this  whole  area 
of  the  glorification  of  violence?  Obviously,  if  you  are  going  to  have 
a  program  on  the  Civil  War,  it  is  going  to  have  to  have  violence 
in  it,  but  the  glorification  of  violence,  what  one  researcher  calls 
"happy  violence,"  is  out  there  far  too  much. 

Mr.  Smith.  I  would  like  to  start,  Senator.  As  a  father,  and  soon 
to  be  a  grandfather  twice,  I  am  as  concerned  about  the  sex  and  vio- 
lence on  television  as  anyone  and  I  really  look  forward  to  working 
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with  this  new  industry  that  we  are  in  and  also  with  the  Congress 
to  resolve  the  issue. 

I  would  like  to  make  one  comment,  though,  and  it  is  a  question 
you  might  want  to  ask  yourself  as  to  why  programming  is  so  vulgar 
and  so  violent  today.  One  of  the  reasons  is  that  the  programmers 
are  addressing  a  very  large  audience  through  only  the  number  of 
channels  that  exist  today.  They  end  up  programming  at  the  lowest . 
common  denominator. 

A  quote  here  from  George  Gilder  that  struck  my  eye  said  that 
television  is  not  vulgar  because  people  are  vulgar;  it  is  vulgar  be- 
cause people  are  similar  in  their  prurient  interests  and  sharply  dif- 
ferentiated in  their  civilized  concerns. 

What  we  are  about  to  do  is  to  create  a  high-capacity  interactive 
network  that  will  break  down  that  old  paradigm.  We  are  going  to 
spend  $15  billion  upgrading  TCI's  network  and  Bell  Atlantic's  net- 
work. It  is  going  to  provide  a  variety  of  specialized  programming, 
information  and  services  to  the  public.  They  will  have  much  more 
control  than  they  ever  had  in  the  old  broadcast  paradigm.  The  vul- 
gar will  remain,  but  it  will  not  be  broadcast  to  every  single  house 
on  the  block. 

Senator  Simon.  Well,  if  I  may  just  comment,  then  I  want  to  hear 
from  the  two  of  you.  When  you  say  "the  vulgar,"  if  something  is 
vulgar,  it  may  offend  you  and  it  may  offend  me. 

Mr.  Smith.  I  was  using  it  as  a  euphemism  for  all  of  that  stuff 
we  hate. 

Senator  SiMON.  But  the  reality  is  the  violence  and  the  glorifi- 
cation of  violence  is  not  simply  vulgar;  it  is  not  simply  offensive. 

Mr.  Smith.  I  agree. 

Senator  Simon.  It  does  harm. 

Mr.  Smith.  It  creates  a  pattern  in  the  minds  of  some  people  and 
it  becomes  the  norm,  I  am  afraid. 

Senator  Simon.  Yes,  and  what  I  would  like  to  do  is  see  some 
cable  people  step  up  and  say  we  want  to  eliminate  this.  We  have 
one  of  the  best-known  children's  programs  in  this  Nation  that  is 
produced  in  two  versions — one  is  the  violent  version  for  the  United 
States  and  the  other  is  the  nonviolent  version  for  all  the  other 
countries  in  the  world.  When  the  Christian  Science  Monitor  asks 
a  spokesperson  for  the  program  why,  she  says  in  the  United  States 
we  expect  violence  and  we  have  no  adverse  reaction;  we  can't  sell 
it  in  other  countries.  Something  is  wrong,  and  I  think  cable  has  to 
join  the  broadcast  industry  in  doing  something  about  it. 

Mr.  Smith.  Whether  "Beavis  and  Butt-Head"  would  sell  across 
this  globe  the  way  it  sells  here  in  the  United  States  is  a  real  seri- 
ous question,  as  someone  who  is  now  entering  this  new  industry. 

Senator  Simon.  Mr.  Redstone? 

Mr.  Redstone.  In  the  first  place,  I  can  beat  the  gentleman  to  my 
right  in  one  respect.  I  have  five  grandchildren  and  I  am  very  con- 
cerned about  their  viewing  habits.  In  fact,  notwithstanding  the  last 
comment,  I  think  that  Nickelodeon  has  been  generally  praised  here 
and  throughout  the  world  for  the  contribution  it  makes  to  chil- 
dren's education  and  programming,  and  we  take  that  responsibility 
very  seriously. 

I  think  MTV  performed  a  true  service  in  bringing  out  hundreds 
of  thousands  of  people  who  had  given  up  on  the  system  to  vote  in 
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its  Choose  or  Lose  campaign  last  year.  As  far  as  the  slur  on 
"Beavis  and  Butt-Head,"  what  took  place  there  was  that  we  devel- 
oped a  program  that  was  basically  a  satire  on  the  foibles  of  Amer- 
ica. We  did  not  expect  young  children  to  be  watching  it.  We  learned 
a  hard  lesson.  The  program  was  immediately  moved  to  late  at 
night  and  a  thorough  search  of  the  editorial  comments  of  that 
"Beavis  and  Butt-Head"  show. 

Believe  me,  we  are  committed  to  anything  that  will  eliminate 
gratuitous  violence  in  programming  in  the  United  States.  Nor  do 
I  believe  that  the  addition  of  40  more  channels  necessarily  brings 
about  the  result  that  violence  will  be  diminished.  That  depends 
upon  the  responsibility  of  the  programmer,  not  the  number  of  chan- 
nels. 

Senator  SiMON.  Mr.  Davis? 

Mr.  Davis.  Senator  Simon,  I  am  pleased  to  see  this  so  far  has 
been  a  nonviolent  session.  [Laughter.] 

We  will  try  and  keep  it  that  way. 

Senator  SiMON.  Yes. 

Mr.  Davis.  In  the  30.5  hours  of  programming  that  we  at  Para- 
mount produce  today,  perhaps  the  one  show  that  you  have  singled 
out  is  "The  Untouchables"  of  all  the  shows  that  we  have,  and  we 
are  cognizant  of  the  issues  that  have  come  up  on  violence.  We  are 
sensitive  to  it.  We  are  working  with  you,  not  only  ourselves  but 
through  the  Motion  Picture  Association.  We  are  working  with  the 
networks.  We  are  working  with  those  cable  operators,  or  program- 
mers I  should  say,  that  will  function  with  us,  and  we  intend  to  do 
something  about  it.  We  are  aware  of  it.  We  don't  necessarily  agree 
on  all  of  the  issues,  but  I  think  you  will  find  remarkable  changes 
in  the  future. 

Senator  SiMON.  I  thank  you,  Mr.  Chairman. 

Senator  Metzenbaum.  Thank  you.  Senator  Simon. 

Senator  Specter? 

Senator  Specter.  Thank  you,  Mr.  Chairman. 

Mr.  Smith,  when  I  was  reciting  in  my  opening  statement  some 
of  the  allegations  of  Mr.  Redstone,  I  saw  you  nodding  in  the  nega- 
tive. I  would  be  pleased  to  hear  any  comment  you  would  care  to 
make  on  what  Mr.  Redstone  had  to  say  about  TCFs  alleged  monop- 
oly powers. 

Mr.  Smith.  Well,  as  Mr.  Redstone  began  to  add  up  all  of  the 
areas  of  TCFs  control,  I  thought  for  a  moment  we  were  approach- 
ing 125  percent  of  the  country.  I  believe  that  the  figures  are  exag- 
gerated and  are  incorrect.  The  fact  of  the  matter  is  that  if  you 
count,  as  Mr.  Redstone  did,  all  of  the  telephone  and  all  of  the  cable 
subscribers  in  this  country,  there  are  175  million  cable  and  tele- 
phone subscribers,  and  TCI  and  Bell  Atlantic  have  22  million  of 
those.  So  you  can  take  those  two  numbers  and  divide  them  any 
way  you  like  and  add  others  that  may  be  influenced.  But  in  this 
world  of  competition  that  we  are  entering,  no  company  is  going  to 
have  the  kind  of  control  that  Mr.  Redstone  suggests  or  accuses  TCI 
of. 

Senator  Specter.  Well,  that  is  a  factual  question  we  will  have 
to  inquire  into  further. 

Mr.  Smith.  Of  course. 
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Senator  Specter.  Permit  me  to  ask  you  if,  in  fact,  TCI  did  have 
a  50-percent  market  share  or  access  to  a  market  share,  would  you 
consider  that  excessive  in  the  public  interest? 

Mr.  Smith.  If  TCI  controlled  50  percent  of  the  175  million  tele- 
phone and  cable  subscribers,  I  would  say  you  would  have  some  real 
questions  there. 

Senator  Specter.  You  and  I  talked  briefly  yesterday  about  the 
additional  capital  and  jobs  which  would  be  created. 

Mr.  Smith.  Yes. 

Senator  Specter.  That  is  always  a  comment  of  desirability. 
Would  you  tell  us  how  much  capital  would  be  provided  by  the  pro- 
posed Bell  Atlantic-TCI  merger  and  how  many  jobs  that  would  cre- 
ate nationally,  with  some  focus  on  Pennsylvania?  [Laughter.] 

Mr.  Smith.  I  will  have  to  use  some  Kentucky  or  Pennsylvania 
windage  here,  but  basically  as  we  build  the  business  plans  for  the 
new  interactive  networks  that  we  will  build  in  the  old  TCI  and  in 
the  new  Bell  Atlantic  territory,  we,  as  I  said  in  my  testimony,  will 
be  spending  something  in  the  neighborhood  of  at  least  $15  billion 
over  just  the  next  5  years. 

We  expect  those  investments  to  accelerate  beyond  that.  There 
will  be  two  effects  of  that,  one  of  which  will  be  the  actual  jobs  in 
our  territory  and,  by  the  way,  in  all  of  the  other  telephone  terri- 
tories and  cable  territories  in  this  country  that  will,  I  believe,  take 
this  merger  as  the  model  for  the  future  and  they  will  build  their 
own  levels  of  networks. 

But  there  will  be  two  levels  of  jobs,  first  of  all  those  jobs  that  are 
involved  in  the  building  of  the  network  itself.  Those  are  linemen 
and  splicer  jobs,  jobs  that  involve  building  of  the  fiber  optic  high- 
ways themselves,  the  programmers  who  will  program  the  new  sys- 
tems. This  is  the  computer  programmers,  not  counting  all  of  the 
others  that  will  be  involved  in  the  deployment  of  the  information. 

At  the  end  of  that  5  years,  we  are  going  to  be  talking  about  thou- 
sands and  thousands  of  jobs  in  Pennsylvania.  I  can  give  you  one 
hint  as  to  the  number.  I  believe  in  Pennsylvania  alone,  in  our  cur- 
rent plans  we  have  something  in  the  neighborhood  of  $2  billion  to 
spend  in  just  this  5-year  period  after  the  merger,  so  we  are  talking 
about  substantial  investments  in  this  network. 

But  beyond  that,  just  think  about  what  kinds  of  services  these 
are  going  to  spawn.  QVC,  for  example,  is  a  very  rudimentary — and 
I  am  not  talking  about  it  in  terms  of  any  bid;  I  am  talking  about 
it  as  a  service.  QVC  is  a  very  rudimentary  kind  of  service.  It  is  on 
one  channel  and  it  is  not  all  that  easy  to  buy  the  services.  Yet, 
there  are  5,000  people  who  work  for  that  company  across  the  coun- 
try— ^by  the  way.  Senator,  2,500  of  them  in  Pennsylvania — who 
produce  this  very,  very  rudimentary  shopping  service.  As  it  be- 
comes interactive,  as  it  becomes  even  broader,  this  and  the  other 
kinds  of  home  shopping  and  home  information  services  are  going 
to  create  jobs  in  that  magnitude,  thousands  of  jobs,  sir. 

Senator  Specter.  Thank  you,  Mr.  Smith. 

Mr.  Redstone,  your  statement  contains  some  very  strong  allega- 
tions. You  have  the  charge  here  that  TCI  was  able  to  pressure 
CNBC  into  not  going  to  a  news  format  because  it  would  compete 
with  CNN,  which  has  a  significant  control  factor  by  TCI  and  Dr. 
Malone.  You  might  be  interested  to  know,  if  you  don't  know  al- 
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ready,  that  CNBC  covered  your  full  testimony  and  they  cut  off 
when  it  came  to  my  opening  statement.  [Laughter.] 

Mr.  Redstone.  Believe  me,  I  have  no  control  over  CNBC,  sir. 

Senator  Specter.  You  have  no  control.  Perhaps  there  is  coverage 
by  indirection.  They  want  to  be  sure  to  not  be  subject  to  a  charge 
of  unfairness. 

You  then  say  in  your  statement  that  "Vice  President  Gore  called 
the  CNBC  situation  a  'shakedown'  by  TCI."  Now,  it  may  be  that 
Vice  President  Gore  is  not  totally  without  influence  in  the  Clinton 
administration.  Given  his  attitude  on  the  subject  as  you  articulate 
it,  why  can't  you  get  the  Department  of  Justice  to  act  on  your 
charges? 

Mr.  Redstone.  I  would  like  to  answer  that,  but  may  I,  Senator, 
just  refer  to  one  statement  that  was  made  by  Mr.  Smith? 

Senator  Specter.  As  soon  as  you  have  answered  my  question, 
you  may. 

Mr.  Redstone.  Well,  we  would  hope  that  he  would  become  inter- 
ested. 

Senator  Thurmond.  If  you  don't  mind,  speak  in  your  microphone. 

Mr.  Redstone.  We  would  hope  that  Vice  President  Gore  would 
become  interested.  As  a  matter  of  fact.  Vice  President  Gore  also 
said  that  John  Malone  was  the  godfather  of  the  cable  industry  cosa 
nostra,  so  we  would  think  that  he  should  be  interested  in  the  pub- 
lic policy  issues  that  we  have  raised  in  our  complaint.  Incidentally, 
we  realize  that  it  is  not  the  function  of  any  government  body  to 
deal  with  a  private  dispute.  What  we  say  is  that  this  private  dis- 
pute involves  issues  of  great  national  concern. 

Senator  Specter.  Well,  have  you  asked  the  Justice  Department 
to  look  into  these  charges? 

Mr.  Redstone.  Our  lawyers  have  been  meeting  with  the  Justice 
Department.  I  believe  at  the  request  of  the  Justice  Department, 
our  technology  people  have  been  to  the  Justice  Department  to  dis- 
cuss in  detail  the  bottlenecks  in  the  transmission  of  the  signal  in 
the  United  States.  We  have  met  with  Mr.  Neel,  who  is  the  Deputy 
Chief  of  Staff  at  the  White  House. 

What  we  are  really  seeking  is  no  more  than  a  good,  hard  look 
at  what  is  taking  place  here.  We  are  satisfied,  if  that  takes  place, 
there  will  not  be  a  Paramount  merger  with  QVC,  which  was  inci- 
dentally just  described  as  a  rudimentary  shopping  channel. 

Senator  Specter.  Well,  did  you  take  those  complaints  to  the  De- 
partment of  Justice 

Mr.  Redstone.  Yes. 

Senator  Specter.  Excuse  me.  You  haven't  heard  the  question 
yet — before  you  filed  your  Federal  antitrust  suit? 

Mr.  Redstone.  No. 

Senator  Specter.  Why  not? 

Mr.  Redstone.  I  am  not  certain.  I  guess  we  thought  it  was  our 
responsibility  to  file  the  complaint.  It  may  have  been  a  better  pro- 
cedure to  discuss  it  with  them  at  that  time,  but  we  did  go  to  the 
Department  of  Justice  to  express  the  complaint. 

Senator  Specter.  Well,  the  private  right  of  action  is  really  a  sup- 
plement to  the  Department  of  Justice.  I  would  think  that  you 
would  look  to  them.  If  they  file  the  complaint,  you  don't  have  to 
pay  the  filing  fee. 
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Mr.  Redstone.  Well,  I  would  agree  with  that,  Senator,  but  it  is 
not  always  possible  to  stimulate  a  Government  agency  to  utilize 
the  necessary  resources  to  approach  abuses  of  the  kind  that  exist. 
We  are  really  hoping  that  we  will  be  successful  in  having  the  anti- 
trust agencies  take  a  good,  hard  look  at  Paramount-QVC  and  Bell 
Atlantic-TCI. 

Senator  Specter.  I  have  many  more  questions,  but  I  will  ask 
only  one  in  the  interests  of  time  because  there  are  so  many  more 
witnesses,  and  that  pertains  to  your  statement  on  page  5  which 
you  made  orally  that  TCI  has  threatened  to  "crucify"  The  Movie 
Channel  by  dropping  it  from  TCI's  cable  system  in  favor  of  Lib- 
erty's own  Encore  service. 

Now,  in  a  context  where  TCI  has  sufficient  market  power  to 
make  that  kind  of  a  threat  and  complete  it,  what  is  the  quality  of 
your  evidence  that  you  have  on  such  a  serious  charge? 

Mr.  Redstone.  We  will  introduce  evidence  by  employees  discuss- 
ing this  matter  with  employees  of  TCI  who  used  the  phrase — this 
is  not  a  phrase  that  we  made  up — "we  will  crucify  you  if  there  is 
not  a  deal  done  that  satisfies  John  Malone." 

Senator  Specter.  Well,  a  final  statement,  Mr.  Redstone.  If  you 

have  that  quality  of  proof,  I  hope  you  will  go  into  Federal  court, 

seek  a  temporary  restraining  order  or  preliminary  injunction,  and 

•  then  we  will  really  know  what  the  facts  are  if  they  are  submitted 

to  a  court  and  you  have  an  adjudication. 

Mr.  Redstone.  We  assure  you,  sir,  that  the  allegations  made  in 
our  complaint  are  not  frivolous.  Every  one  of  them  will  be  proven. 

Senator  Specter.  Thank  you. 

Senator  Metzenbaum.  Senator  Thurmond? 

OPENING  STATEMENT  OF  HON.  STROM  THURMOND,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  SOUTH  CAROLINA 

Senator  Thurmond.  Thank  you,  Mr.  Chairman.  Mr.  Chairman, 
I  want  to  make  a  brief  statement  and  then  I  will  have  a  few  ques- 
tions. 

The  hearing  this  morning  seeks  to  address  the  complex  issues  in- 
volved in  the  telecommunications  industry  by  looking  at  consolida- 
tion which  recently  has  been  proposed.  These  issues  are  exciting 
because  traditional  telephone,  cable  television,  and  wireless  tech- 
nologies are  rapidly  converging,  which  may  bring  new  products  and 
strong  competition  into  areas  that  have  not  experienced  the  invig- 
orating eff'ects  of  competition  in  the  past.  We  are  at  the  point 
where  cable  systems  have  the  ability  to  begin  offering  telephone 
services,  while  telephone  companies  may  be  able  to  provide  video 
services  over  their  telephone  lines. 

The  role  of  the  Congress  should  be  to  encourage  competition  in 
these  converging  technologies  so  that  consumers  benefit  from  better 
services  and  lower  prices.  We  should  make  sure  that  laws  and  reg- 
ulations keep  up  with  technological  advances  so  that  we  do  not  un- 
necessarily restrain  competition  where  it  could  flourish  in  the  mar- 
ketplace. 

Certainly,  this  hearing  should  not  be  taken  as  a  signal  to  inves- 
tors or  the  antitrust  enforcement  agencies  that  the  specific  trans- 
actions being  discussed  are  disfavored  or  will  not  survive  antitrust 
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scrutiny.  Our  purpose  today  is  not  to  conduct  an  antitrust  minitrial 
on  the  merits  of  specific  transactions. 

The  Department  of  Justice  and  the  Federal  Trade  Commission 
have  been  given  the  responsibiUty  for  conducting  detailed  analyses 
of  mergers  under  the  antitrust  laws.  In  carrying  out  this  respon- 
sibility, I  expect  that  the  agencies  will  carefully  scrutinize  large 
telecommunications  mergers.  However,  it  is  neither  necessary  nor 
advisable  for  the  Congress  to  try  to  micromanage  this  review  proc- 
ess by  the  antitrust  enforcement  agencies  or  to  try  to  influence  how 
transactions  are  viewed  in  the  financial  markets. 

Mr.  Chairman,  the  issue  should  not  be  whether  any  particular 
merger  is  good  or  bad,  but  whether  any  changes  in  the  applicable 
laws  or  regulations  may  be  desirable  to  achieve  strong  competition 
in  the  telecommunications  industry  for  the  benefit  of  consumers. 

I  want  to  thank  all  these  witnesses  for  their  time  and  effort  in 
appearing  before  the  subcommittee  this  morning. 

Now,  Mr.  Smith,  please  make  your  answers  as  brief  as  you  can 
since  time  is  moving  on.  Does  merging  with  TCI  provide  any  tech- 
nological help  to  Bell  Atlantic's  plans  to  offer  video  services  over  its 
telephone  lines  within  the  Bell  Atlantic  region,  or  does  the  merger 
simply  provide  Bell  Atlantic  with  programming  in  that  region? 

Mr.  Smith.  Senator,  it  was  about  a  year  or  two  ago  that  we  con- 
cluded that  in  order  to  get  the  competencies  and  the  abilities  that 
involved  programming  and  cable  operations,  it  would  take  us  a 
number  of  years.  We  looked  at  all  of  the  available  companies,  the 
companies  in  this  country,  concluded  that  TCI  was  a  very  good  op- 
erator, and  that  as  we  combined  we  would  be  able  to  accelerate  the 
deployment  of  the  interactive  services  in  our  territory  using  their 
skills. 

Senator  Thurmond.  Mr.  Davis,  in  your  written  testimony  you 
suggest  opening  the  media  gateway  to  all  programmers.  Does  your 
proposal  apply  to  all  companies,  including  Viacom,  or  only  to  tele- 
phone companies  and  the  largest  cable  companies? 

Mr.  Davis.  It  clearly  applies  to  everyone.  Mr.  Smith,  in  his  re- 
marks, was  referring  to  choice  and  control  for  the  consumer.  I  am 
as  concerned  about  will  the  programmers,  such  as  ourselves,  have 
some  choice  and  some  small  measure  of  control  with  who  we  deal 
with,  or  be  told  who  we  have  to  deal  with  or  be  told  what  the  price 
is  for  our  programming.  That  is  our  concern,  sir. 

Senator  Thurmond.  Under  the  FCC  rules  on  video  dial  tone,  do 
all  video  programmers  have  equal  access  to  the  video  delivery  sys- 
tems that  will  be  available  over  the  telephone  lines? 

Mr.  Davis.  Yes. 

Senator  Thurmond.  Mr.  Redstone  and  Mr.  Davis,  you  both  might 
answer  this  question.  You  are  focusing  on  TCI  as  the  party  inter- 
ested in  Paramount,  but  is  the  ultimate  competition  for  Paramount 
between  Bell  Atlantic,  through  TCI,  and  NYNEX  through  its  back- 
ing of  Viacom? 

Mr.  Redstone.  I  will  reply  to  that,  sir.  The  ultimate  competition 
today  involves  a  true  monopolist,  TCI.  Our  position — I  tried  to 
bring  this  in  before.  Mr.  Smith  will  have  no  difficulty  refuting 
statements  that  I  didn't  make.  I  didn't  make  a  statement  that  they 
would  control  125  percent  of  America,  but  the  statements  I  made 
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were  accurate — 20  to  25  percent  themselves,  a  third  with  their 
partners,  access  to  50  percent  of  America  with  Bell  Atlantic. 

Coming  back  to  your  question,  sir,  we  are  concerned  both  with 
the  implications  of  Paramount-QVC  and  Bell  Atlantic-TCI.  One  of 
our  concerns  is  that  you  are  not  only  dealing  today  with  a  gate- 
keeper whose  gatekeeping  will  be  expanded,  you  are  dealing  with 
a  party  who  combines  that  with  vertical  integration,  controls  25 
programming  services,  now  wants  to  add  to  it  the  Paramount  li- 
brary, which  will  add  several  more  channels  in  a  world  which  still 
has  limited  channel  capacity,  increasing  the  power  to  diminish  the 
role  of  the  independent  programmer  like  ourselves  and  the  power 
to  discriminate  in  favor  of  his  own  services.  Whenever  you  give 
anybody  control  of  that  much  product,  you  give  them  control  of 
price. 

Senator  Thurmond.  Mr.  Davis,  your  testimony  noted  that  Para- 
mount chose  Viacom  in  order  to  enhance  your  ability  to  reach  view- 
ers. If  QVC  is  ultimately  successful  in  its  bid  and  survives  the  scru- 
tiny of  the  antitrust  enforcement  agencies,  would  QVC  not  result 
in  more  viewers  being  reached  with  Paramount's  products? 

Mr.  Davis.  It  would  be  virtually  impossible,  sir,  because  the  rea- 
son that  we  said  that  we  chose  to  merge  with  Viacom  is  looking  at 
the  plethora  of  product  that  will  be  available  and  the  opportunities 
between  the  two  companies.  QVC  is  a  shopping  network,  and  hav- 
ing been  accused  of  disparaging  it  as  a  shopping  network,  that  is 
what  it  is.  Viacom  is  not,  Paramount  is  not. 

You  are  talking  about  cable  networks  that  exist  in  Viacom.  As  we 
said  earlier,  we  have  an  interest  in  the  USA  and  the  Sci-Fi  cable 
networks.  We  have  a  regional  sports  network  through  Madison 
Square  Garden.  Putting  that  together  with  the  creative  personnel, 
with  the  creative  talents  that  both  companies  possess,  with  the 
huge  amount  of  programming  that  we  have  in  television,  will  make 
this  a  very  successful  company  that  no  other  company  frankly  can 
match  in  terms  of  programming  only. 

Senator  Thurmond.  Mr.  Redstone,  in  your  testimony  you  seem 
to  consider  all  of  the  cable  market  share  of  QVC's  backers  to  be 
controlled  by  TCI.  What  is  the  basis  for  this? 

Mr.  Redstone.  TCI  controls  QVC  in  the  following  way.  TCI  has 
something  like  22  to  27  percent  of  control  through  Liberty  Media. 
Its  two  partners,  Comcast  and  Diller,  each  control  about  12.5  per- 
cent. That  comes  very  close  to  50  percent,  with  the  rest  widely  dis- 
persed. There  is  a  voting  trust.  Mr.  Malone's  partners  have  to  vote 
with  Mr.  Malone. 

Now,  coming  to  some  of  the  other  cable  programming  services, 
let's  come  to  Turner  Broadcasting.  Other  than  Ted  Turner,  Mr.  Ma- 
lone is  the  largest  stockholder  of  Turner  Broadcasting,  but  more 
important  than  that,  he  has  negative  control  of  everything  Turner 
Broadcasting  does.  Turner  cannot  spend  more  than  $1  million  un- 
less John  Malone  says  OK. 

So  when  Turner  acquired  or  agreed  to  acquire  New  Line  and 
Castle  Rock,  they  could  not  do  so  unless  John  Malone  said  OK. 
That  has  particular  significance  when  you  consider  the  other  inter- 
ests in  Carolco,  his  alleged  interest  in  obtaining  equity  in 
Matsushita  and  Sony,  and  now  you  want  to  add  Paramount  to  that. 
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Senator  Thurmond.  I  want  to  ask  this  question  to  be  answered 
briefly  by  all  of  you.  We  will  start  with  Mr.  Smith.  If  cable  compa- 
nies are  backed  by  larger  telephone  companies  outside  their  home 
regions,  will  this  provide  stronger  competition  in  the  telecommuni- 
cations industry?  That  is,  will  not  Viacom,  backed  by  NYNEX,  be 
a  more  equal  competitor  to  TCI,  backed  by  Bell  Atlantic,  compared 
to  the  situation  before  the  telephone  companies  get  involved? 

Mr.  Smith.  Yes,  I  think  that  will  result  in  more  vigorous  com- 
petition. It  is  not  only  NYNEX  and  Viacom  and  Bell  Atlantic  and 
TCI,  it  is  also  US  West  and  Time  Warner  and  Southwestern  Bell 
and  Hauser  Cable  in  our  own  territory.  These  are  companies  that 
have  come  to  the  conclusion  that  they  need  both  the  expertise  of 
cable  as  well  as  telephony,  and  it  is  going  to  result  in  more  com- 
petition, lower  prices,  and  more  choice  across  this  country. 

Senator  Thurmond.  Mr.  Redstone? 

Mr.  Redstone.  I  was  just  going  to  say,  sir,  that  the 

Senator  THURMOND.  Speak  in  your  microphone  so  we  can  hear 
you,  please. 

Mr.  Redstone.  The  premise  about  NYNEX  and  Viacom  is  really, 
if  I  may  say  so,  totally  off  the  track.  It  is  not  applicable  and  irrele- 
vant. NYNEX  has  no  interest  other  than  make  a  financial  invest- 
ment in  Viacom.  They  made  an  investment  in  terms  of  a  convert- 
ible preferred  stock.  There  are  no  arrangements  for  any  business 
transactions  between  NYNEX  and  Viacom.  None  may  ever  take 
place.  If  one  does,  be  assured  it  will  receive  the  proper  scrutiny. 
That  is  not  at  all  comparable  to  a  merger,  an  actual  merger,  be- 
tween Bell  Atlantic  and  TCI.  There  is  no  merger  between  us  and 
NYNEX.  They  made  an  investment  in  our  company,  period,  over 
and  out. 

Senator  Thurmond.  Mr.  Davis? 

Mr.  Davis.  As  a  programmer,  we  obviously  welcome  more  com- 
petition. As  a  programmer,  we  also  welcome  more  channels  avail- 
able to  us,  not  controlled  by  one  single  entity.  What  we  would  like 
to  see  under  the  new  cable  law  and  we  would  like  to  see  under  the 
new  rules  applying  to  telephone  companies  is  more  telephone  com- 
panies coming  in  with  their  systems,  as  opposed  to  frankly  acquir- 
ing other  existing  cable  systems,  which  is  only  going  to  stifle  com- 
petition. 

Senator  Thurmond.  Thank  you,  gentlemen,  for  your  appearance. 
Mr.  Chairman,  thank  you. 

Senator  Metzenbaum.  Thank  you,  Senator  Thurmond. 

Mr.  Smith,  it  has  been  a  long  time.  I  would  like  to  come  to  you. 

Mr.  Smith.  Yes,  sir. 

Senator  Metzenbaum.  I  am  firmly  convinced  that  competition 
would  drive  both  telephone  and  cable  rates  down.  In  past  hearings 
before  this  subcommittee  and  other  committees,  representatives  of 
consumer  and  business  telephone  ratepayers  have  claimed  that 
Bell  Atlantic  and  other  phone  companies  have  charged  rates  sig- 
nificantly higher  than  were  appropriate  for  a  telephone  monopoly. 
Many  of  these  groups,  as  well  as  Bell  Atlantic,  complained  about 
monopolistic  pricing  in  the  cable  industry. 

It  seems  to  me  that  this  merger  will  actually  make  it  less  likely 
that  consumers  will  get  the  rate  reductions  they  deserve.  Mr.  Hat- 
field, a  communications  expert  who  will  testify  later  this  morning. 
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claims  that  you  will  maximize  your  profits  by  not  going  head-to- 
head  against  other  competitors  to  provide  the  kind  of  package  of 
cable  service  or  local  phone  service  that  consumers  receive  today. 

You  have  described  your  cable  ventures  as  a  video  jukebox  that 
has  a  server  to  offer  consumers  individual  shows.  I  am  not  sure  if 
you  used  those  phrases  today,  but  I  know  you  did  yesterday  when 
we  were  talking.  I  don't  understand  how  that  would  be  real  com- 
petition, with  the  40  to  50  channels  of  diverse  programming  that 
cable  companies  offer  today.  I  wonder  if  you  could  explain  how 
you 

Mr.  Smith.  Yes;  let  me  start  with  the  local  ratepayers  in  the  tele- 
phone industry.  We  are  very  proud  in  Bell  Atlantic  of  having  prob- 
ably the  very  best  record  over  the  last  10  years  since  divestiture 
of  keeping  basic  rates  in  line.  In  some  of  our  jurisdictions,  it  has 
been  virtually  a  decade,  10  years,  and  basic  rates  have  remained 
at  the  lowest  levels  in  the  country.  In  the  areas  where  we  are  be- 
ginning our  video  dial  tone  experiments.  New  Jersey,  for  example, 
has  the  lowest  rates  in  the  country.  So  we  have  a  very  good  track 
record.  We  have  agreements  with  the  various  State  regulators  to 
provide  incentives  to  our  company  and  keep  basic  rates  low  that 
will  go  well  into  the  21st  century.  We  are  very  proud  of  that. 

In  terms  of  the  video  jukebox  and  why  that  will  increase  competi- 
tion, if  I  can  take  just  a  moment,  the  notion  of  channels  in  the  year 
2000  will  be  considered  quaint.  It  will  be  old-fashioned  and  people 
will  really  chuckle  about  the  fact  that  there  were  30  or  40  or  50. 

The  video  jukebox  provides  you  an  infinite  number  of  channels 
in  every  single  home.  As  much  storage  space  as  there  is  on  these 
huge  new  servers  that  IBM,  DEC,  Compaq,  and  other  companies 
will  build,  that  will  be  the  number  of  "channels"  or  services  that 
will  be  available  to  you,  not  30  or  50  or  500,  but  thousands  and 
thousands  to  every  single  home. 

The  day  of  limited  capacity  for  video  is  over.  This  new  technology 
brought  about  by  digital  equipment  machines,  brought  about  by 
fiber  optics  and  by  the  switching  technologies  of  the  telephone  com- 
panies, will  provide  an  infinite  variety  and  virtually  infinite  capac- 
ity. So  the  old  paradigm,  I  am  afraid,  is  gone. 

Senator  Metzenbaum,  Mr.  Redstone  claims  that  through  TCI, 
you  will  be  able  to  manipulate  the  market  for  communications 
equipment  in  a  manner  that  harms  competition.  When  similar  con- 
cerns were  raised  in  the  telephone  industry,  we  opened  that  mar- 
ket to  competition  to  prevent  the  AT&T  monopoly  from  thwarting 
innovation.  Your  company  previously  suggested  to  the  FCC  that  all 
cable  equipment  be  made  available  to  consumers  just  as  telephones 
are  today.  Do  you  still  stand  by  that  position? 

Mr.  Smith.  Yes;  I  think  that  is  probably  a  good  idea  and  I  think 
that  that  is  exactly  the  way  the  marketplace  will  evolve;  that  is, 
all  aspects  of  these  markets  will  be  competitive.  The  timing  and 
the  exact  terms  of  exactly  how  that  will  take  place  over  time  re- 
mains to  be  seen.  The  existing  entities,  such  as  cable  companies 
and  telephone  companies,  will  be  offering  competitive  services,  bun- 
dling and  unbundling,  packaging  and  unpackaging  services  in 
every  conceivable  way. 

The  consumer  will  have  the  choice,  and  since  they  will  have  not 
just  one  cable  company  or  one  telephone  company  in  any  territory, 
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they  are  the  ones  who  will  rule  the  roost,  not  an  individual,  not  an 
individual  company,  not  a  producer,  not  a  transport  company,  but 
the  consumer. 

Senator  Metzenbaum.  You  are  assuming  that  there  will  be  com- 
petition. 

Mr.  Smith.  We  are  going  to  make  sure  that  there  is,  sir. 

Senator  Metzenbaum.  One  of  the  concerns  of  this  hearing  is 
whether  there  indeed  will  be  competition  and  whether  this  merger 
would  eliminate  that  likelihood. 

Mr.  Smith.  If  I  may  say  so,  sir,  we  certainly  wouldn't  have  en- 
tered into  this  merger  if  we  didn't  believe  that  there  would  be  com- 
petition and  that  that  competition  would  be  profitable  to  our  share- 
holders. 

Senator  Metzenbaum.  Wait  a  minute.  I  am  talking  about  com- 
petition against  you.  I  am  not  talking  about  your  ability  to  compete 
with  others.  I  think  there  is  no  question  that  you  will  be  able  to 
compete. 

Mr.  Smith.  We  will  certainly  compete  in  the  red  areas  against 
the  existing  cable  companies  outside  of  our  territory,  and  already 
Time  Warner  and  US  West  have  stated  that  they  will  compete 
against  Bell  Atlantic  in  our  territory,  and  so  has  Southwestern  Bell 
when  they  bought  the  Hauser  cable  properties.  So  there  will  be 
competition.  They  are  already  building  the  systems  to  do  so. 

Senator  Metzenbaum.  That  is  one  of  the  major  questions  before 
us,  and  they  are,  can  you  compete  without  having  the  programs 
available  and  will  you  have  too  much  control  of  the  programming? 

You  claim  that  cable  competition  in  your  region  will  not  be 
harmed  by  your  proposed  merger  because  TCI's  properties  in  your 
region  are  not  that  extensive.  My  understanding  is  quite  different. 
Is  it  not  true  that  TCI  owns  cable  systems — I  guess  maybe  you  an- 
swered this  before — serving  about  1.2  million  cable  subscribers  in 
your  cable  territory?  Isn't  that  the  fact? 

Mr.  Smith.  Yes,  that  is  correct,  sir,  and  as  we  have  stated  in  my 
letter  to  you  yesterday,  to  the  Justice  Department  and  in  my  testi- 
mony, we  plan  to  spin  those  off  to  separate  corporations  which  will 
compete  vigorously  with  us  and  we  with  them. 

Senator  Metzenbaum.  But  absent  the  merger,  TCI  had  the  po- 
tential, or  has  the  potential  to  be  your  strongest  competitor. 

Mr.  Smith.  TCI,  Comcast,  Cox  Cable,  Jones  Intercable— all  of 
these  companies  in  each  of  the  towns  are  very  strong  competitors 
and  they  plan,  each  on  their  own,  to  go  into  the  telephone  business 
just  as  we  plan  to  go  into  the  cable  business.  There  is  going  to  be 
competition  on  both  sides.  This  merger  doesn't  affect  that  in  the 
least.  In  fact,  it  increases  the  possibility  of  competition  in  our  terri- 
tory and  outside,  sir. 

Senator  Metzenbaum.  That  is  the  question  that  will  be  before 
the  Antitrust  Division  and  the  FCC. 
Mr.  Smith.  Yes,  sir. 

Senator  Metzenbaum.  The  1992  Cable  Act  was  designed  to  get 
at  the  anticompetitive  practices  of  the  cable  industry.  However,  Mr. 
Redstone  claims  that  the  untested  strength  of  FCC  regulations  can- 
not possibly  counter  any  incentives  to  engage  in  anticompetitive 
conduct  that  would  grow  out  of  this  merger. 
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Bell  Atlantic  recently  challenged  the  FCC's  rules  regulating  cable 
rates.  In  fact,  Bell  Atlantic  filed  a  Federal  lawsuit  alleging  that  the 
FCC  wasn't  aggressive  enough  in  bringing  down  those  rates.  You 
obviously  recognized  that  with  inflated  cable  rates,  cable  companies 
would  have  excess  cash  to  invest  in  equipment  that  would  help 
them  compete  with  your  telephone  business. 

Given  the  skepticism  that  your  own  company  has  expressed 
about  the  FCC's  ability  to  protect  consumers  through  rulemaking, 
wouldn't  you  agree  that  the  antitrust  agencies  should  be  even  more 
skeptical  of  the  power  of  FCC  rulemaking  to  protect  consumers 
when  they  review  this  deal? 

Mr.  Smith.  If  there  is  only  one  cable  company  in  town,  then 
those  statements  are  reasonable.  If  there  are  two  cable  companies 
in  town,  as  there  is  today  in  the  Bell  Atlantic  region  because  we 
tested  the  1984  Cable  Act  under  first  amendment  conditions  and 
found  that  it  was  unconstitutional — now  that  there  are  two  cable 
companies  in  town,  you  will  have  competition,  as  well  as  the  FCC 
and  the  other  regulators  that  will  make  sure  that  competition  is 
fair. 

I  believe  in  the  market,  and  the  market  will  tell  us  who  provides 
the  best  value,  the  most  reliable  service  and  the  most  quality,  and 
the  customers  are  the  ones  that  are  going  to  tell  us.  Bell  Atlantic 
won  that  case,  and  so  we  are  entering  into  the  cable  business  right 
now.  We  are  building  it  in  New  Jersey,  we  are  building  it  in  Vir- 
ginia, and  we  will  build  it  all  over  our  territory. 

Senator  Metzenbaum.  Thank  you,  Mr.  Smith. 

Mr.  Redstone,  Viacom  has  filed  an  antitrust  lawsuit  against  TCI. 
It  has  been  mentioned  several  times  today.  I  want  to  make  it  clear 
that  neither  I  nor  this  committee  take  a  position  on  your  lawsuit. 
I  do  not  believe  Congress  should  be  trying  a  lawsuit  in  a  hearing. 
However,  many  of  your  allegations  are  consistent  with  the  kind  of 
conduct  that  led  the  Congress  to  enact  cable  legislation  last  year. 
Therefore,  they  raise  deeply  troubling  questions  about  the  proposed 
merger  between  Bell  Atlantic  and  TCI. 

My  first  question  to  you  then  is,  one  of  the  biggest  concerns  that 
I  have  about  the  Bell  Atlantic  deal  is  that  it  signals  an  end  to  com- 
petition between  cable  and  telephone  companies,  or  could  offer  that 
kind  of  signal,  depending  upon  your  interpretation  and  the  factual 
basis  as  determined  by  the  agencies.  The  way  I  see  it.  Bell  Atlantic 
has  neutralized  its  most  likely  competitor  for  local  phone  service  by 
merging  with  TCI. 

Your  company,  Viacom,  operates  the  12th  largest  cable  system  in 
the  country.  Therefore,  you  must  have  thought  about  how  competi- 
tion was  most  likely  to  develop  in  your  industry.  Were  you  antici- 
pating that,  in  the  future,  local  telephone  companies  would  be  com- 
peting head-to-head  with  you  for  the  delivery  of  cable  services? 

Mr,  Redstone.  It  is  hard  to  answer  that  question,  Senator.  Mr. 
Smith  describes  a  rosy  new  world  that  is  going  to  take  place  some 
time  in  the  future  where  competition  will  exist.  All  I  know,  sir,  is 
that  this  particular  merger  is  one  of  the  most  obvious  and  inflam- 
matory examples  of  the  elimination  of  competition  between  one 
man  who  has  excessive  control  of  the  cable  industry  and  Bell  At- 
lantic. 
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Also,  if  I  may,  Mr,  Smith  carefully  avoids  reference  to  the  control 
of  programming.  He  says  in  the  year  2000  there  will  be  a  million 
programming  services.  I  don't  know  about  the  year  2000.  I  am  con- 
cerned about  the  independent  cable  programmers  who  will  be  put 
out  of  business  next  year  because  of  the  influence  of  Mr.  Malone. 

It  is  not  so  easy  to  develop  a  cable  programming  service,  sir.  Six 
years  ago  when  we  took  over  Viacom,  MTV  was  considered  a  fad. 
We  worked  very  hard.  We  were  lucky,  we  were  successful,  and  now 
we  have  an  international  global  network.  That  can't  be  done  just 
like  that.  It  is  easy  just  to  confine  your  views  to  access  to  the 
consumer.  That  is  bad  enough,  but  what  about  the  control  of  pro- 
gramming services? 

In  other  words,  it  takes  the  two.  It  is  not  just  the  horizontal  con- 
spiracy that  exists  and  is  being  enhanced  here,  it  is  the  vertical  in- 
tegration and  the  control  of  all  those  programming  services  which 
puts  TCI  in  a  position  that  it  has  today. 

Senator  Metzenbaum.  Let  me  go  to  Mr.  Davis.  Mr.  Davis,  I  get 
the  impression  from  your  statements  that  you  believe  it  makes 
business  sense  for  communications  network  owners  like  cable  com- 
panies that  want  to  become  more  competitive  and  be  part  of  the  so- 
called  information  age  to  invest  in  programming.  Am  I  correct  in 
that? 

Mr.  Davis.  No,  sir. 

Senator  Metzenbaum.  No? 

Mr.  Davis.  No;  actually,  when  I  cited  the  1948  consent  decree, 
or  the  consent  decree  imposed  upon  the  motion  picture  in  1948,  I 
am  referring  to  that  and  I  am  using  that  as  an  analogy  to  today. 
We  are  talking  about  allowing  the  programmers  or  the  producers 
that  we  were  then  in  1948  to  have  access  to  the  theaters  then  or 
the  distributors  today.  If  we  have  to  deal  with  one  source  which 
has  control,  we  are  not  going  to  be  able  to  determine  our  own  des- 
tiny. 

Senator  Metzenbaum.  But  what  I  am  really  asking  you  is 
doesn't  it  make  sense,  and  isn't  what  we  are  seeing  is  the  need  for 
communications  network  owners  like  cable  companies — if  they 
want  to  become  more  competitive  and  be  part  of  the  so-called  infor- 
mation age,  don't  they  then  have  to  concern  themselves  more  with 
programming  than  almost  any  other  aspect  of  this? 

Mr.  Davis.  No;  I  would  think  that  by  doing  that,  they  would  only 
exercise  more  and  more  control.  They  would  be  able  to  determine 
what  goes  on,  who  produces  what,  and  who  does  what. 

Mr.  Redstone.  May  I  help  on  that,  Senator? 

Senator  Metzenbaum.  Surely. 

Mr.  Redstone.  The  problem  is,  of  course,  it  would  be  good  to  be 
able  to  develop  more  programming,  but  you  can't  develop  program- 
ming in  the  United  States  today  unless  John  Malone  says  OK. 
That  is  the  problem.  He  now  determines  what  people  can  see  and 
hear  in  the  United  States.  It  is  not  possible.  Unless  John  Malone 
says  Court  TV  can  live,  it  doesn't  live. 

Let  me  give  you  a  quick  example,  if  you  like,  that  we  just  went 
through.  We  developed  a  shopping  channel  called  the  MTV  Music 
Shopping  Channel.  Mr.  Malone  was  wild  for  it,  Barry  Diller  called 
me  very  upset  because  it  was  going  to  go  on  HSN,  another  service 
controlled  by  John  Malone,  I  said,  why  don't  you  talk  to  John  Ma- 
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lone.  I  don't  want  to,  in  this  hearing,  discuss  what  he  said  about 
John  Malone;  it  is  in  our  complaint. 

But  here  is  the  answer.  As  soon  as  the  Paramount  transaction 
occurred,  all  of  a  sudden  this  MTV  Music  Shopping  Channel  that 
Barry  called  me  about  and  wanted  and  was  so  upset  because  it  was 
going  to  go  on  HSN — that  disappeared.  Its  life  was  over,  and  in- 
stead we  have  a  German  company,  Bertelsmann  Music,  which  was 
introduced  on  the  scene  and  our  stock  was  knocked  off  that  day. 
That  is  what  we  live  with  today. 

Mr.  Smith.  If  I  may,  we  are  talking  about  the  merger  of  TCI  and 
Bell  Atlantic,  and  all  roads,  all  accusations  and  all  logic  seems  to 
go  back  to  Viacom  and  Paramount.  These  are  accusations  that  are 
unproven  and  there  are  opportunities  for  Mr.  Redstone  to  find  rem- 
edies for  these  in  the  courts.  I  would  suggest  that  he  does  that. 

The  statement  that  there  is  no  programming  in  this  country  that 
can  ever  exist  without  John  Malone  is  nonsense  and,  looking  for- 
ward, the  changes  in  our  industry  that  are  underway  today — IBM 
and  Digital  Equipment  and  Microsoft  are  creating  this  interactive 
future,  a  future  that  isn't  10  years  away,  but  is  1  or  2  years  away — 
will  create  an  open  architecture  that  will  not  permit  anyone,  not 
Mr.  Redstone  or  Mr.  Malone  or  anyone,  to  control.  This  is  the  world 
that  we  are  creating  today. 

Mr.  Redstone  is  talking  about  the  past.  We  have  got  to  look  for- 
ward to  the  future.  This  merger  creates  an  opportunity  for  competi- 
tion outside  the  Bell  Atlantic  territory  in  telephony  and  it  creates 
competition  inside  our  territory  for  cable.  The  programming  will 
have  all  kinds  of  new  paths,  not  just  one  lane  on  the  superhighway, 
but  two  and  three  and  four  lanes  through  the  air  and  through  the 
terrestrial  networks. 

Mr.  Redstone.  May  I,  Senator?  We  are  not  talking  about  yester- 
day. We  are  talking  about  today.  Mr.  Smith  is  talking  about  a  rosy 
contemplated  future.  We  are  talking  about  today.  To  the  extent 
that  we  have  referred  to  Paramount,  what  we  have  said  is  that  TCI 
now  has  monopolistic  power  in  distribution  and  in  the  control  of 
programming.  What  we  have  said  is  that  becomes  enhanced  by  a 
merger  with  Viacom,  and  it  becomes  further  enhanced  by  a  merger 
with  Bell  Atlantic. 

Senator  Metzenbaum.  Gentlemen,  we  thank  you  very  much  for 
your  appearance  here  today.  I  think,  Mr.  Smith,  I  do  hope  that  you 
will  convey,  as  well  as  his  representatives  in  the  audience,  to  Mr. 
Malone  that  we  do  expect  him  to  appear  before  this  committee 
soon.  We  will  be  adjourning  some  time  by  Thanksgiving  and  we  ex- 
pect to  hear  from  him,  we  expect  to  hear  from  Mr.  Diller,  and  we 
expect  to  hear  from  Mr.  Allen  of  AT&T,  and  so  we  don't  want  to 
wait  until  the  very  last  minute  to  do  so. 

Gentlemen,  thank  you  very  much  for  being  here. 

Mr.  Smith.  Thank  you.  Senator. 

Mr.  Redstone.  Thank  you. 

Mr.  Smith.  Senator  Thurmond,  thank  you. 

Senator  Metzenbaum.  Our  next  three  witnesses  are  Dale  Hat- 
field, president  of  Hatfield  Associates,  of  Boulder,  CO;  Kevin 
Arquit,  of  Rogers  &  Wells,  of  New  York;  and  Peter  W.  Huber,  Kel- 
logg, Huber  &  Hansen,  of  Washington,  DC.  We  will  limit  each  of 
the  witnesses  to  5  minutes.  At  the  conclusion  of  the  witnesses'  tes- 
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timony,  Senator  Thurmond  has  another  engagement  and  he  has 
asked  if  he  might  proceed  before  the  Chair,  and  I  have  no  objection 
to  that,  for  a  period  of  10  minutes. 

I  will  say  to  each  of  the  witnesses,  please  indicate  whether  you 
currently  are  or  have  in  the  past  few  years  done  any  work  for  par- 
ties that  have  an  interest  in  any  of  these  mergers  we  are  discuss- 
ing. In  other  words,  I  know  that  some  of  you  are  professionals  in 
this  area.  I  do  not  find  fault  with  that.  We  have  called  you  as  wit- 
nesses because  you  are  experts  and  it  would  only  be  understand- 
able that  you  would  have  some  clients  in  the  area. 

I  would  like  you  each,  before  Senator  Thurmond  asks  any  ques- 
tions— in  fact.  Senator  Thurmond,  I  really  question  the  procedure 
of  asking  questions  before  these  men  have  had  a  chance  to  testify. 
You  are  on  live  C-SPAN  and  it  just  seems  as  if  it  is  totally  out  of 
order.  I  think  the  questions  could  be  submitted  afterwards,  but  I 
think  we  owe  it  to  them  to  permit  them  to  offer  their  5-minute 
statements  before  any  questions  are  asked. 

Do  you  have  questions  of  each  of  them? 

Senator  Thurmond.  I  was  just  going  to  base  them  on  their  state- 
ments they  have  already  submitted. 

Senator  Metzenbaum.  Well,  I  know,  but  I  think  if  we  do  that — 
we  never  have  done  that  before  and  I  don't  think  we  should  do  it 
today. 

Mr.  Hatfield,  would  you  proceed  and  tell  us  something  about 
your  previous  or  present  clients  as  well?  I  want  to  make  it  clear 
that  in  asking  that  question  I  am  not  suggesting  any  impropriety, 
nor  am  I  looking  askance  at  the  fact  that  these  men  who  are  ex- 
perts in  this  area  do  work  for  people  who  have  an  interest  in  this 
issue  before  us  today. 

Please  proceed. 

PANEL  CONSISTING  OF  DALE  N.  HATFIELD,  PRESIDENT,  HAT- 
FIELD ASSOCIATES,  INC.,  BOULDER,  CO;  KEVIN  J.  ARQUIT, 
ROGERS  &  WELLS,  NEW  YORK,  NY;  AND  PETER  HUBER,  SEN- 
IOR FELLOW,  MANHATTAN  INSTITUTE  FOR  POLICY  RE- 
SEARCH, NEW  YORK,  NY 

STATEMENT  OF  DALE  N.  HATFIELD 

Mr.  Hatfield.  Thank  you,  Mr.  Chairman.  I  very  much  appre- 
ciate the  opportunity  to  appear  before  the  subcommittee  today  to 
testify  regarding  this  recent  wave  of  mergers.  Let  me  state,  as  you 
have  asked,  I  have  been  in  the  consulting  business  for  a  little  over 
11  years,  almost  12  years.  I  have  done  work  for  cable  television 
companies,  competitive  access  providers.  These  are  the  new  compa- 
nies that  are  competing  with  the  telephone  companies  for  limited 
services.  I  have  done  some  work  for  the  Bell  operating  companies, 
and  also  have  worked  for  a  number  of  the  long-distance  carriers  as 
well,  and  then,  of  course,  a  lot  of  other  carriers,  mobile  radio  people 
and  things  like  that,  that  may  have  some  interest  in  this  proceed- 
ing. However,  I  should  say  that  I  am  here  today  strictly  on  my 
own. 

Senator  Metzenbaum.  Please  proceed,  Mr.  Hatfield.  Thank  you. 

Mr.  Hatfield.  In  this  testimony,  I  will  focus  my  attention  on  po- 
tential purchases  by  the  regional  Bell  operating  companies  of  large 
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cable  companies,  as  exemplified  by  the  proposed  merger  of  Bell  At- 
lantic and  TCI.  Of  course,  I  have  prepared 

Senator  Metzenbaum.  Slow  it  down  a  little.  You  are  reading  so 
fast  it  is  going  to  be  hard  to  follow  you. 

Mr.  Hatfield.  I  am  trying  to  get  my  5  minutes.  Thank  you. 

Senator  Metzenbaum.  But  I  want  to  be  sure  we  can  appreciate 
what  you  are  saying. 

Mr.  Hatfield.  I  have  prepared  a  full  statement  which  I  have 
given  to  the  subcommittee  and,  of  course,  I  will  summarize  it  here. 

Senator  Metzenbaum.  All  statements  will  be  included  in  the 
record. 

Mr.  Hatfield.  Let  me  state  at  the  outset  that  when  I  first  heard 
the  announcement  of  the  proposed  merger  of  a  large  telephone 
company  and  the  largest  cable  company,  and  when  I  recognized 
that  this  was  just  probably  the  first  of  a  series  of  mergers  of  the 
same  type  to  follow,  I  was  really  discouraged.  I  was  extremely  dis- 
appointed because  for  some  20  years  now,  I  have  been  a  steadfast 
advocate  of  the  notion  that  competition,  rather  than  monopoly,  is 
the  best  way  of  assuring  customers  a  diversity  of  affordable  com- 
munications and  information  products  and  services. 

My  initial  reaction  was,  and  still  is,  that  allowing  the  consolida- 
tion of  large  telephone  companies  and  large  cable  companies  is  like- 
ly to  reduce  the  prospects  for  meaningful  competition  in  commu- 
nications and  information  services.  In  the  few  minutes  I  have  avail- 
able, I  would  like  to  set  forth  some  personal  observations  as  to  why 
the  mergers  of  local  telephone  companies  and  cable  companies  are 
likely  to  reduce  rather  than  enhance  comi>etition. 

First,  I  would  observe  that  the  history  of  the  communications  in- 
dustry in  the  United  States  has  not  been  a  happy  one  from  an  anti- 
trust perspective.  From  the  earliest  days  of  the  industry,  the  Bell 
System  sought  to  gain  and  maintain  a  monopoly  by  the  most  nefar- 
ious means,  including  denying  access  to  essential  facilities  and  buy- 
ing out  competition. 

I  am  reminded  of  this  history  because  the  economics  of  having 
two  networks,  a  telephone  company  wire  coming  into  your  home 
and  a  cable  company  wire  coming  into  your  home — the  economics 
of  that  are  still  very  uncertain.  But  if  you  think  for  a  moment,  if 
the  economics  do  not  support  two  wires  and  if  the  telephone  compa- 
nies have  come  to  believe  that  the  cable  companies  might  ulti- 
mately have  the  superior  technology  or  position,  then  it  seems  to 
me  it  is  in  their  mutual  benefit  to  protect  their  existing  business 
and  investments  by  acquiring  their  potential  competitors;  that  is, 
they  have  a  strong  incentive  to  make  sure  that  the  competing  tech- 
nology or  system  is  in  friendly  telephone  company  hands,  and  this 
is  exactly  the  direction  in  which  I  see  we  are  headed. 

Second,  and  related  to  my  first  point,  I  have  always  been  some- 
what skeptical  of  cable  companies  actually  competing  successfully 
for  the  provision  of  ordinary  local  telephone  service  because  of  a 
host  of  barriers,  including  State  laws  and  regulations  that  precede 
it.  In  listening  to  the  testimony  here  today,  it  sounds  like  somehow 
this  competition  is  a  foregone  conclusion.  I  have  testified  through 
the  United  States  before  State  regulatoiy  commissions,  and  by  and 
large  they  show  an  extreme  degree  of  skepticism  about  the  benefits 
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of  ordinary  local  competition,  in  part,  because  of  its  possible  impact 
on  universal  service. 

However,  having  participated  in  the  industry  for  so  many  years 
and  finally  seeing  the  willingness  at  least  of  a  few  regulators  to  at 
least  entertain  the  notion  of  local  competition,  I  feel  that  independ- 
ent cable  systems  represent  the  best  long-term  promise  for  true 
local  telephone  competition.  But  with  cable  systems  owned  by  other 
telephone  companies,  and  despite  the  arguments  of  the  proponents 
of  the  merger  to  the  contrary,  I  believe  that  the  likelihood  of  com- 
petition will  be  reduced. 

In  other  words,  with  such  tight  control  of  the  industry  by  a  few 
companies,  I  doubt  if  they  will  really  compete.  I  am  afraid  they  will 
just  pull  their  punches.  Even  if  the  competition  does  emerge,  it  is 
more  apt  to  be  at  the  fringes  of  the  market  rather  than  the  tradi- 
tional core  portions  of  the  respective  telephone  and  cable  busi- 
nesses. 

Third,  I  think  from  what  I  heard  this  morning  we  are  missing 
something  here  because  even  if  competition  develops,  we  will  still 
be  left  with  a  duopoly  and  the  two  providers,  telephone  companies 
and  cable  companies  owned  by  telephone  companies,  would  have  a 
strong  incentive  to  limit  additional  entry  using,  for  example,  their 
control  over  rights-of-way.  In  short,  a  duopoly  does  not  equate  to 
competition,  and  the  duopolists  have  an  incentive  to  fight  addi- 
tional entry  just  as  a  cellular  telephone  duopoly  recently  fought  so 
hard  to  maintain  control  of  their  duopoly,  their  business. 

Fourth,  over  the  past  few  years  I  have  been  very  gratified  to  see 
Bellcore  and  Cable  Labs,  the  research  arms  of  the  telephone  indus- 
try and  the  cable  industry  respectively,  compete  in  terms  of  design- 
ing the  best  architecture  for  future  broadband  networks.  I  think 
that  rivalry  has  been  very  beneficial  to  the  two  industries  and  ulti- 
mately to  customers.  I  have  to  wonder  whether  that  rivalry  will 
continue  if  the  industry  is  consolidated  into  telephone  company 
hands.  In  fact,  I  doubt  if  both  laboratories  will  even  continue  to 
exist  independently  if  full  consolidation  of  the  industry  takes  place. 

Fifth,  and  finally,  if  the  number  of  separate  paths  into  the  home 
diminishes  or  if  the  number  of  entities  controlling  these  paths  de- 
creases, then  I  am  much  more  concerned  about  some  of  the  content 
control  and  content  ownership  issues  that  have  been  raised  here 
this  morning. 

Let  me  just  simply  conclude  my  testimony  by  stating  that  based 
upon  my  20-some-odd  years  of  experience  in  the  industry  and  in 
dealing  with  potential  competitors,  I  believe  that  the  proposed 
merger  raises  substantial  and  significant  competitive  concerns  that 
must  be  addressed  fully  by  the  antitrust  enforcement  agencies  and 
the  communications  policymakers. 

Again,  thank  you  very  much,  Mr.  Chairman  and  the  subcommit- 
tee, for  giving  me  the  opportunity  to  testify  today. 

[The  prepared  statement  of  Mr.  Hatfield  follows:] 

Prepared  Statement  of  Dale  N.  Hatfield,  President  of  Hatfield  Associates, 

Inc. 

introduction 

Thank  you  Mr.  Chairman.  I  very  much  appreciate  the  opportunity  to  appear  be- 
fore you  today  to  testify  regarding  the  recent  wave  of  mergers  in  the  telecommuni- 
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cations  industry.  I  have  been  involved  in  the  telecommunications  policy  arena  for 
over  twenty  years,  and  I  can  state  without  hesitation,  or  reservation  that  the  issues 
raised  by  these  mergers  are  crucial  to  the  development  of  telecommunications  in  the 
United  States.  They  are  particularly  crucial  in  determining  what  role  competition — 
rather  than  monopoly — will  play  in  the  futvu"e  development  of  our  nation's  tele- 
communications and  information  infrastructures,  and  I  want  to  commend  you  and 
the  Subcommittee  for  holding  these  hearings  so  promptly. 

Before  I  present  the  substance  of  my  testimony,  I  thought  it  might  be  useful  if 
I  briefly  siunmarized  my  experience  in  the  telecommunications  policy  field.  One  of 
my  earUest  positions  was  Deputy  Chief  of  the  Office  of  Studies  and  Analysis  in  the 
Office  of  Telecommunications  PoUcy,  Executive  Office  of  the  President.  From  there, 
I  went  to  the  Federal  Communications  Commission  (FCC)  where  I  became  Chief  of 
the  Office  of  Plans  and  Pohcy.  After  serving  at  the  FCC,  I  went  to  the  National 
Telecommunications  and  Information  Administration  (NTIA)  in  the  U.S.  Depart- 
ment of  Commerce,  where  I  became  Chief  of  the  Office  of  Pohcy  Analysis  and  Devel- 
opment. Subsequently,  I  became  Acting  Assistant  Secretary  and  then  Deputy  Assist- 
ant Secretary  of  Commerce  for  Communications  and  Information  and  Deputy  Ad- 
ministrator of  NTIA.  I  left  government  nearly  twelve  years  ago,  and  established  my 
own  consulting  firm  in  Boulder,  Colorado.  We  have  grown  to  six  full-time  profes- 
sionals with  advanced  degrees  in  engineering,  economics,  and  business.  A  principal 
part  of  our  consulting  work  has  been  for  firms — including  cable  television  compa- 
nies— who  have  sought  to  compete  with  telephone  companies  in  the  provision  of 
local  communications  services.  In  addition  to  serving  private  sector  clients,  I  have 
also  served  as  a  consultant  to  the  Department  of  Justice  and  to  foreign  governments 
regarding  issues  of  telecommunications  policy. 

In  my  testimony  here  today,  I  will  focus  my  attention  on  potential  purchases  by 
the  Regional  Bell  Operating  Companies  and  GTE  of  large  cable  television  companies 
(Multiple  System  Operators  or  MSO's),  as  exempUfied  by  the  proposed  merger  of 
Bell  Atlantic  and  Tele-Communications  Inc.  (TCI).  I  will  divide  the  balance  of  my 
testimony  into  three  parts.  First,  I  will  touch  on  some  of  the  public  policy  benefits 
claimed  by  proponents  of  these  mergers.  Second,  I  will  briefly  set  forth  what  I  be- 
lieve are  their  potential  dangers  to  the  pubUc  interest.  Third,  I  will  offer  some  per- 
sonal observations  based  upon  my  experience  and  study  of  the  history  of  the  tele- 
communications field.  I  should  hasten  to  add  that  the  views  and  opinions  I  am  ex- 
pressing here  today  are  my  own,  and  do  not  necessary  reflect  the  views  of  other  en- 
tities with  which  I  have  been,  or  am  affiliated. 

Let  me  also  state  at  the  outset  that,  when  I  first  heard  the  announcement  of  the 
planned  merger  of  a  large  local  telephone  company  and  the  largest  cable  company 
and  recognized  that  other  mergers  would  surely  follow  if  it  was  left  unchallenged, 
my  heart  sank.  My  heart  sank  because,  for  more  than  twenty  years,  I  have  been 
a  steadfast  advocate  of  the  notion  that  competition— rather  than  monopoly— is  the 
best  way  of  assuring  consumers  a  diversity  of  aflbrdable  telecommunications  and  in- 
formation products  and  services.  My  initial  reaction  was,  and  still  is,  that  allowing 
the  consoHdation  of  large  telephone  companies  and  cable  companies  will  greatly  di- 
minish the  prospects  for  future  competition  in  telecommunications  and  informaticMi 
services. 

POTENTIAL  PUBLIC  INTEREST  BENEFITS 

The  proponents  of  these  mergers  of  large  telephone  companies  and  cable  television 
companies  have  advanced  three  public  interest  benefits  that  could  potentially  flow 
from  this  increased  industry  concentration.  First,  they  have  argued  that  cable  com- 
panies lack  experience  in  designing,  operating,  maintaining,  and  managing  the 
types  of  two-way  systems  necessary  to  provide  ordinary  local  telephone  services  and 
that  the  mergers  would  result  in  the  transfer  of  the  necessary  experience.  Second, 
they  have  argued— sometimes  unfairly  perhaps— that  cable  television  networks  have 
a  negative  quality  and  reliability  image  and  that  the  image  would  be  enhanced  by 
an  affiliation  with  a  large  telephone  company.  Third,  they  argue  that  because  of  the 
debt  burdens  carried  by  the  cable  companies  they  would  be  unable  to  upgrade  their 
networks  without  the  infusion  of  capital  from  the  telephone  companies.  Thus,  the 
proponents  allege  that  these  mergers  would  increase  the  prospects  of  the  cable  firms 
successfiiUy  competing  in  the  provision  of  local  telephone  services. 

POTENTIAL  THREAT  TO  THE  PUBLIC  INTEREST 

In  terms  of  the  danger  to  the  public  interest  presented  by  the  mergers  of  the  large 
telephone  and  cable  firms,  I  have  identified  six  potential  threats: 
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First,  if,  in  their  acquisitions  of  cable  television  companies,  the  local  telephone 
companies  are  allowed  to  retain  control  of  cable  systems  lying  within  their  telephone 
operating  areas,  the  prospects  for  meaningful  competition  between  the  two  industry 
sectors  will  be  reduced  and  the  potential  for  bottleneck  control  over  video  and  other 
forms  of  programming  into  the  home  will  be  increased. 

Second,  cable  companies  (a)  have  been  aggressive  investors  in  companies  that 
have  entered  the  market  to  carry  telephone  calls  and  other  forms  of  communications 
between  large  users  and  the  long  distance  telephone  companies  such  as  AT&T,  MCI 
and  Sprint,  (b)  have  been  experimenting  with  bypassing  the  local  telephone  com- 
pany to  carry  telephone  calls  from  smadler  customers  to  those  same  long  distance 
companies,  and  (c)  have  been  exploring  entry  into  the  ordinary  local  telephone  mar- 
ket itself  Likewise,  local  telephone  compames — especially  Bell  Atlantic — have  been 
experimenting  with  technologies  that  would  allow  them  to  deliver  television  pro- 
gramming in  competition  with  the  cable  companies.  With  a  highly  consolidated,  na- 
tionwide telephone/cable  industry,  there  would  be  a  much  diminished  likelihood  of 
these  two  inoustries  competing  head-to-head  in  the  core  of  each  other's  businesses. 

Third,  both  the  large  telephone  companies  and  the  large  cable  companies  have 
been  experimenting  with  wireless  pocket-phone  systems  (Personal  Communications 
Systems  or  PCS)  and  those  systems  may  form  the  technical  basis  for  (a)  competition 
with  existing  cellular  radio  companies  and  (b),  potential  competition  for  ordinary 
local  telephone  services.  Since  the  FCC  has  tentatively  decided  to  allow  both  tele- 
phone companies  and  cable  companies  (like  Bell  Atlantic  and  TCI)  to  bid  for  the  li- 
censes to  provide  these  pocket-phone  systems,  potential  competition  could  be  re- 
duced since  the  acquired  spectrum  would  be  under  common  ownership  following  a 
merger.  Furthermore,  cable  television  systems  can  be  combined  with  these  wireless 
pocket-phone  systems  to  create  networks  that  can  compete  with  cellular  radio  sys- 
tems. But  it  is  unlikely  that  telephone  company  owned  cable  companies  would  pur- 
sue this  opportunity  aggressively  in  order  to  avoid  competing  with  their  parent's 
own,  out-of-region  cellular  affiliates. 

Fourth,  the  fundamental  structure  of  the  telecommunications  market  has  an  im- 
pact on  diversity  and  innovation.  Eight  large  telephone  companies  (the  Bell  Operat- 
ing Compames  and  GTE)  and  the  large  cable  companies  today  provide  numerous 
parallel  paths  for  innovation.  A  reduction  in  those  parallel  paths  is  likely  to  lead 
to  less  innovation. 

Fifth,  a  key  bottleneck  for  new  entrants  into  broad  band  communications  is  the 
availability  of  programming.  The  cable  companies  already  have  substantial  owner- 
ship positions  in  programming  and  the  large  telephone  companies  have  signaled 
their  intent  in  becoming  investors  in  the  programming  market  as  well.  With  a  high- 
ly consolidated,  nationwide  cable/telephone  business,  there  will  be  fewer  independ- 
ent investors  in  program  production,  thus  reducing  program  competition  and  diver- 
sity. 

Sixth,  if  ownership  of  the  facilities  for  the  local  distribution  of  programming  is 
concentrated  in  fewer  firms,  and  if  those  firms  also  have  an  ownership  interest  in 
their  own  programming  (the  situation  that  would  exist  after  these  mergers),  then 
those  firms  would  have  incentives  not  to  carry  independently  produced  program- 
ming thus  further  reducing  program  competition  and  diversity. 

PERSONAL  OBSERVATIONS 

Over  the  last  few  minutes  I  have  set  forth  some  of  the  alleged  public  interest  ben- 
efits of  mergers  between  the  large  telephone  companies  and  described  the  large 
cable  compames  and  the  associated  dangers.  In  the  time  I  have  remaining,  I  would 
like  to  offer  some  personal  observations  regarding  these  issues: 

First,  and  perhaps  most  importantly,  I  must  observe  that  the  history  of  the  tele- 
communications industry  in  the  United  States  has  not  been  a  happy  one  from  an 
antitrust  perspective.  Going  back  to  the  earliest  years  of  the  industry,  following  the 
expiration  of  the  Bell  patents  prior  to  the  end  of  the  last  century,  AT&T  tried  to 
stifle  emerging  independent  competition  by  refusing  to  interconnect,  by  refusing  to 
sell  equipment  to  the  new  entrants,  by  filing  numerous  patent  suits,  by  attempting 
to  thwart  the  development  of  superior  non-Bell  equipment,  by  dominating  the  con- 
duct of  the  R&D  necessary  to  advance  the  industry,  and  by  engaging  in  a  pubUc 
relations  war  to  destroy  public  and  financial  support  for  the  independents.  When 
these  attempts  failed  to  stop  competitive  inroads,  the  company  shifted  strategies 
and  began  to  acquire  its  competitors.  It  was  these  acquisitions,  coupled  with  other 
actions,  that  led  to  the  Bell  System's  monopoly  control  over  the  telephone  industry 
and  the  subsequent  abuses  that  produced  the  AT&T  antitrust  suit  and  the  break- 
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up  of  the  Bell  System.  Moreover,  the  anti-competitive  and  anti-consumer  practices 
of  the  Bell  Operating  Companies  since  the  break-up  have  been  well  dociunented. 

I  am  reminded  of  this  history  because  the  economics  of  having  two  networks  serv- 
ing the  nation's  homes  is  still  uncertain.  But  if  the  economics  do  not  support  two 
"wires"  and  if  the  telephone  companies  believe  that  the  long  term  effect  of  cable- 
telephone  company  competition  may  be  that  cable  companies  have  the  superior  tech- 
nology or  position — for  example,  because  they  control  the  existing  broad  band  con- 
nection into  the  home — then  it  is  to  the  mutual  benefit  of  the  telephone  companies 
to  protect  their  existing  business  and  investment  by  acquiring  their  potential  com- 
petitors just  as  their  predecessors  did.  Moreover,  if  the  mergers  are  approved,  they 
will  have  the  same  incentives  (and  increased  abilities)  to  maintain  that  resulting 
monopoly  just  as  they  have  in  the  post-break-up  environment. 

Second,  and  related  to  my  first  point,  I  have  always  been  somewhat  skeptical  of 
cable  companies  actually  competing  successfully  for  the  provision  of  ordinary  tele- 
phone services  because  of  host  of  barriers — such  as  telephone  number  portability, 
difficult  and  contentious  issues  surrounding  the  prices,  terms  and  conditions  of 
interconnection  with  the  incumbent  monopolist,  and  state  regulatory  barriers  to 
name  just  a  few.  However,  having  watched  competition  develop  successfully  in  the 
telephone  equipment  and  long  distance  portions  of  the  telecommunications  market — 
and  the  apparent  willingness  on  the  part  of  some  regulators  to  entertain  the  notion 
of  local  competition — I  feel  that  cable  systems  did  present  the  best  long  term  prom- 
ise for  true  local  telephone  competition. 

Thus,  as  I  indicated  at  the  outset  of  my  testimony,  I  was  very  disappointed  when 
I  learned  of  the  proposed  merger  because  I  felt  it  would  be  the  "straw  that  breaks 
the  cemiel's  back  in  terms  of  such  competition  actually  developing.  In  other  words, 
my  belief  is  that  when  firms  face  each  other  on  opposite  sides  of  the  table  in  mul- 
tiple markets,  it  reduces  the  likelihood  that  they  will  engage  in  vigorous  competition 
in  each  other's  territory.  In  other  words,  if  telephone  company  A  owns  the  cable 
company  in  telephone  company  B's  territory  and  telephone  company  B  owns  the 
cable  company  in  A's  territory,  they  are  less  likely  to  use  their  telephone  facilities 
to  compete  in  the  cable  business  and  vice  versa.  It  is  less  risky  for  them  to  confine 
themselves  to  their  core  business  and  avoid  head-to-head  competition.  On  this  basis, 
if  competition  does  still  emerge,  it  is  apt  to  be  at  the  fringes  of  the  market — say 
in  the  provision  of  specialized  and/or  new  services — rather  than  in  the  traditional 
core  portions  of  the  their  respective  telephone  and  cable  businesses. 

Third,  and  related  to  my  first  two  observations,  even  if  a  modicvun  of  competition 
does  develop,  there  will  be  strong  incentives  for  a  consohdated,  nationwide  cable- 
telephone  industry  to  attempt  to  foreclose  entry  by  additional  competitors.  Because 
of  their  control  over  critical  rights-of-way  and  bottleneck  facilities,  they  would  be  in 
a  strong  position  to  limit  additional  entry.  Having  two  providers  in  a  market — a  du- 
opoly— is  not  enough  to  produce  real  competition  because  the  potential  price  cutter 
knows  that  any  reduction  in  price  will  be  immediately  met  by  the  other  competitor. 
With  multiple  providers,  there  will  always  be  a  maverick  who  will  cut  prices  and 
thereby  protect  consumers  from  the  exercise  of  monopoly  power. 

"The  lifeelihood  of  concerted  action  is  exacerbated  oy  the  fact  that  the  large  tele- 
phone companies  (a)  must — by  necessity — work  together  to  coordinate  the  operation 
of  their  interconnected  land  line  networks,  (b)  share  in  the  ownership  of  a  large  por- 
tion of  the  cellular  radio  industry,  and  (c)  typically  act  in  a  unified  position  in  the 
face  of  threats  to  their  commercial  well  being.  In  short,  a  consolidated  industry  has 
the  incentive  to  react  to  additional  competition  in  a  unified  way  just  as  the  cellular 
radio  carriers  (largely  owned  by  the  telephone  companies)  did  in  opposing  a  new  en- 
trant into  their  business  (FleetCall/NEXTEL). 

Fourth,  over  the  past  few  years  I  have  been  gratified  to  see  the  rivalry  between 
Bellcore  and  CableLabs  (the  research  arms  of  the  telephone  and  cable  industries  re- 
spectively) compete  in  terms  of  the  best  architectures  for  future  broad  band  net- 
works capable  of  canning  vast  amounts  of  information.  In  my  opinion,  that  rivalry 
has  caused  the  Bell  Operating  Companies  to  retreat  from  what  regard  as  an  overly 
expensive,  overly  complex,  fiber-to-the-home  architecture  to  a  more  cost-effective  ar- 
chitecture based  upon  a  fiber-copper  (coaxial  cable)  hybrid  advanced  by  the  cable  in- 
dustry. Even  more  recently,  I  read  a  trade  press  report  that  Bellcore  researchers 
had  designed  a  video-on-demand  system  designed  to  put  interactive  multimedia  ap- 
pUcations,  via  the  telephone  network,  in  the  hands  of  the  customer  instead  of  at  the 
telephone  company  Central  Office.  The  article  states  specifically  that  this  develop- 
ment "represent(s)  a  subtle  turn  in  thinking  by  the  telephone  industry,  patterned 
after  recent  architecture  developments  in  the  cable  TV  world."  I  have  to  wonder 
whether  such  rivalry  can,  and  will  exist,  if  the  industry  is  consolidated.  In  fact,  I 
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doubt  if  both  laboratories  will  continue  to  exist  if  full  consolidation  of  the  industry 
takes  place. 

Fifth,  and  finally,  if  the  number  of  independent  paths  into  the  home  diminishes 
or,  .if  the  number  of  entities  controlling  tnose  paths  decreases,  then  I  have  even 
stronger  concerns  about  the  proposed  mergers.  Given  the  telephone  industry's  in- 
creased interest  in  investing  in  cable  programming  and  the  recent  Federal  Court  de- 
cision that  would  allow  Bell  Atlantic  to  provide  cable  programming  within  their  des- 
ignated local  exchange  areas,  the  potential  drawbacks  from  the  merger  seem  even 
more  severe  from  a  content-control  standpoint. 

SUMMARY  AND  CONCLUSIONS 

In  the  interest  of  time,  I  will  simply  summarize  my  testimony  by  stating  that 
based  upon  my  twenty-odd  years  of  experience  in  the  industry  working  with  poten- 
tial competitors,  I  believe  the  proposed  merger  raises  substantial  and  sigmficant 
competitive  concerns  that  must  be  addressed  niUy  by  antitrust  enforcement  agencies 
and  communications  policymakers. 

Senator  Metzenbaum.  Thank  you,  Mr.  Hatfield.  We  appreciate 
your  testimony  and  I  will  have  some  questions  for  you  from  myself 
as  well  as  from  Senator  Thurmond. 

Mr.  Arquit? 

STATEMENT  OF  KEVIN  J.  ARQUIT 

Mr.  Arquit.  Thank  you,  Senator.  In  response  to  your  question, 
first  of  all,  I  am  a  partner  in  the  law  firm  of  Rogers  &  Wells.  How- 
ever, neither  I  nor  the  firm  has  a  client  interest  in  this  matter. 
This  testimony  was  prepared  on  my  own  time.  In  terms  of  your  re- 
quest about  previous  employment,  I  guess  in  that  sense  I  was  em- 
ployed by  the  Federal  Trade  Commission.  In  the  last  2  years  of  the 
Reagan  administration,  I  was  its  general  counsel,  and  during  the 
Bush  administration  I  was  the  Director  of  the  Bureau  of  Competi- 
tion and  in  that  capacity  we  investigated  and  analyzed  several 
cable  and  programming  mergers,  but  that  is  the  background. 

Senator  Metzenbaum.  Does  your  firm  represent  any  cable  or 
telephone  companies  at  the  present  time? 

Mr.  Arquit.  Not  that  I  know  of,  and  none  has  paid  for  this  testi- 
mony. 

Senator  Metzenbaum.  I  wasn't  suggesting  they  paid  for  it. 

Mr.  Arquit.  OK.  Well,  I  would  like  to  discuss  the  antitrust  impli- 
cations of  recent  telecommunications  mergers.  My  comments  are 
set  forth  in  much  greater  detail  in  my  written  statement. 

To  me,  it  seems  obvious  that  asking  the  hard  antitrust  questions 
now  is  the  prudent  course  to  take.  It  will  be  impossible  to  remake 
the  competitive  landscape  10  years  from  now  if  mistakes  result 
from  the  lack  of  a  thorough  analysis.  However,  we  should  also  rec- 
ognize that  a  transaction  may  speed  up  the  emergence  of  an  inter- 
active, multimedia  market.  If  a  merger  is  necessary  to  achieve  that 
efficiency,  the  antitrust  laws  should  not  stand  in  the  way. 

The  motivation  for  virtually  every  merger  is  increased  profits, 
and  that  fact  alone  is  not  troubling.  The  focus  of  the  antitrust  en- 
forcer should  be  on  the  expected  source  of  those  profits.  Will  the 
profits  come  from  leaps  in  innovation,  improved  efficiency,  or  lower 
costs?  If  so,  the  merging  parties  should  be  given  a  hearty  round  of 
applause.  Or  will  the  profits  come  from  an  exercise  of  market 
power  and  the  elimination  of  competition  which  will  benefit  the 
parties,  but  at  the  expense  of  everyone  else?  Answering  these  ques- 
tions is  the  challenge  that  confronts  the  antitrust  enforcer. 
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Let's  consider  this  distinction  in  the  context  of  a  merger  between 
a  phone  company  and  a  cable  company.  At  first  glance,  what  is  the 
big  deal?  A  telephone  company  provides  telephone  service  and 
cable  companies  provide  cable  programming.  If  the  two  companies 
were  not  competing  before,  how  could  a  merger  between  them  less- 
en competition? 

Well,  one  answer  is  that  two  companies  can  compete  not  just  in 
the  final  service  offered  to  consumers,  but  across  an  entire  spec- 
trum of  activities,  including  research  and  development.  In  the  tele- 
communications industry,  for  example,  the  merging  parties  may 
not  presently  have  overlapping  products  or  services,  but  nonethe- 
less be  active,  competing  participants  in  a  research  and  develop- 
ment race  to  be  a  leader  in  the  emerging  interactive,  multimedia 
market.  A  merger  puts  an  effective  end  to  such  competition. 

There  are  those  who  will  point  out  that  there  are  multiple  other 
players  that  exist,  so  the  loss  of  R&D  competition  in  any  one  trans- 
action is  no  big  deal.  This  may,  in  fact,  be  true,  but  there  are  also 
those  who  will  insist  that  most  of  the  time  two  well -trained  sprint- 
ers will  run  much  further  and  faster  than  any  contestant  in  a 
three-legged  race.  Whatever  the  truth,  the  stakes  are  too  high  to 
ignore  the  question  of  how  a  merger  will  affect  competition  for  com- 
peting versions  of  the  future. 

There  is  also  the  issue  of  potential  competition  to  consider;  that 
is,  that  phone  companies  are  poised  to  enter  cable  markets,  and 
vice  versa.  Certainly,  cable  companies,  in  recently  opposing  cable 
re-regulation,  were  quick  to  argue  that  they  faced  effective  competi- 
tion from  telephone  companies  about  to  enter  the  video  market. 
The  obvious  antitrust  question  is  whether  the  marriage  of  a  large 
cable  and  telephone  company  short-circuits  that  impending  com- 
petition. If  so,  consumers  are  the  big  losers,  as  the  prospect  of  com- 
petition that  would  have  emerged  in  both  markets  is  torn  from 
their  grasp. 

Put  another  way,  there  are  two  lines  into  most  homes  that  are 
capable  of  handling  telecommunications,  one,  the  phone  line,  and 
the  other,  the  cable  line.  Placing  both  in  the  hands  of  a  single 
owner  deprives  consumers  of  whatever  competition  may  have  re- 
sulted from  the  previously  separate  ownership.  It  is  worth  noting 
that  in  the  United  Kingdom  cable  systems  are  already  competing 
with  British  Telecom  for  local  telephone  customers. 

Potential  competition  problems  are  presumably  solved  if  the 
cable  company  divests  those  cable  properties  located  in  the  tele- 
phone company  service  area.  The  result  is  two  companies  poised  to 
compete  in  the  same  manner  as  were  the  cable  and  phone  compa- 
nies premerger.  My  understanding  is  that  Bell  Atlantic  is  propos- 
ing such  a  fix  at  first.  I  simply  note  that  regarding  any  such  spin- 
off, it  is  important  that  the  divested  cable  assets  not  end  up  in  the 
same  hands  as  those  controlling  the  merged  entity.  It  is  one  thing 
to  have  separate  employees,  directors  and  officers,  but  what  is  also 
needed  are  separate,  unrelated  owners.  In  the  final  analysis,  com- 
petitive concerns  are  alleviated  only  if  the  owner  of  the  divested  as- 
sets has  incentives  to  compete  independently  without  regard  for 
the  fortunes  of  the  newly  merged  entity. 

A  third  competitive  issue  to  consider  is  the  vertical  effect  of  a 
merger.  Certainly,  there  has  been  a  trend  in  the  cable  industry  to- 
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ward  vertical  integration  of  suppliers  of  video  programming  with 
distributors  of  video  signals.  Vertical  integration  can  raise  a  num- 
ber of  antitrust  issues.  For  example,  if  most  cable  customers  end 
up  being  served  by  a  very  few  large  companies  who  control  both 
programming  and  local  cable  systems,  nonintegrated  programmers 
may  be  out  of  luck  in  finding  adequate  distribution  if  the  large,  in- 
tegrated companies  use  only  the  programming  of  their  own  captive 
sources.  I  must  emphasize,  however,  that  vertical  relationships 
have  a  capacity  to  generate  efficiencies  and  that  antitrust  enforce- 
ment in  this  area  should  be  used  sparingly. 

In  conclusion,  the  conglomerate  mergers  underway  today  present 
a  host  of  antitrust  issues,  including  vertical  foreclosure,  potential 
competition,  actual  horizontal  competition,  as  well  as  the  proniise 
of  significant  efficiencies  and  creation  of  new  markets.  Responsible 
policymakers  cannot  turn  their  backs  on  questions  just  because 
they  are  hard.  These  mergers  will  require  honest,  substantive  anal- 
ysis in  order  to  reach  the  right  results.  Mistakes  in  either  direction 
made  in  the  name  of  politics  could  impact  virtually  every  American 
household. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Arquit  follows:] 

Prepared  Statement  of  Kevin  J.  Arquit  i 

I.  introduction 

Mr.  Chairman,  I  appreciate  the  invitation  to  testify  today  about  the  antitrust  con- 
siderations relevant  to  the  recent  groundswell  of  telecommunications  mergers.  Most 
agree  tJiat  we  are  witnessing  the  convergence  of  two  industries  (telephony  and  cable 
television)  into  what  will  ultimately  be  a  seamless  communications  market.  To  put 
it  bluntly,  the  consequences  flowing  from  these  deals  will  be  felt  by  the  American 
public  for  years,  perhaps  generations,  to  come. 

To  me,  it  therefore  seems  obvious  that  the  oroposed  megadeals  should  receive 
very  careful  scrutiny  under  the  antitrust  laws— laws  that  are  focused  on  enhancing 
consumer  welfare,  by  encouraging  efficiency  and  protecting  competition.  Any  time 
a  transaction  or  group  of  transactions  will  result  in  vast  economic  resources  falling 
into  the  hands  of  a  few,  large  players  in  a  vitally  important  industry,  there  are  criti- 
cal antitrust  questions  that  need  to  be  asked. 

By  far  the  most  visible  transactions  are  the  competing  bids  of  QVC  Network,  Inc. 
and  Viacom  Inc.  for  Paramount  Communications,  Inc.,  and  the  proposed  conglom- 
erate merger  of  Tele-Communications,  Inc.  ("TCI"),  and  Liberty  Media  Corporation 
into  Bell  Atlantic  Corporation.  At  issue  is  the  ownership  of  extremely  valuable  as- 
sets in  the  areas  of  video  signal  distribution,  telephone  service,  data  transmission, 
entertainment  programming,  wireless  communication,  as  well  as  a  host  of  related 
and  developing  technologies.  Quite  apart  from  their  relevance  to  antitrust 
aficionados  such  as  myself,  these  deals  are  undoubtedly  landmark  transactions  in 
the  history  of  American  business. 

It  is  also  imperative  to  recognize,  however,  that  there  is  another  side  to  the  equa- 
tion. The  efficiencies  that  may  abound  with  the  emergence  of  a  multimedia,  inter- 
active communications  market  are  breathtaking  in  scope.  Such  technology  combined 
into  the  much-mentioned  "data  superhighway"  may  end  up  being  the  essential  life 
support  system  for  virtually  every  other  American  industry.  By  lowering  transaction 
costs  for  those  other  industries,  they  will  be  strengthened  in  the  ongoing  battle  to 
maximize  competitiveness  in  world  markets.  To  the  extent  these  deals  are  necessary 
to  achieve  such  efficiencies,  they  should  be  allowed  to  proceed.  Antitrust  analysis 
should  fully  consider  the  existence  and  extent  of  such  efficiencies.  Just  as  lax  en- 
forcement can  result  in  irreversible  competitive  harm,  over-enforcement  will  stunt 
development  of  the  very  technologies  that  are  essential  to  our  future  competitive- 
ness. 

iMr.  Arquit  was  General  Counsel  of  the  Federal  Trade  Commission  from  1988-1989,  and  Di- 
rector of  the  FTC's  Bureau  of  Competition  from  1989-1992.  He  is  presently  at  the  law  firm  of 
Rogers  &  Wells.  The  remarks  contained  herein  represent  the  personal  views  of  Mr.  Arquit. 
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As  a  matter  of  policy,  I  believe  that  asking  the  hard  antitrust  questions  now  is 
the  prudent  course  to  take.  It  will  be  impossible,  or  at  least  impractical,  to  remake 
the  competitive  landscape  ten  years  from  now  if  mistakes  result  from  the  lack  of 
a  thorough  analysis.  It  so  happens  that  one  of  the  federed  antitrust  statutes,  Section 
7  of  the  Clayton  Act  (15  U.S. (J.  Sec.  18),  is  specifically  designed  to  reach  competitive 
problems  in  their  incipiency,  i.e.,  before  their  undesirable  effects  take  hold.  Section 
7,  the  primary  federal  statute  used  to  challenge  mergers  and  acquisitions  on  anti- 
trust grounds,  prohibits  transactions  the  effect  of  which  "may  be  substantially  to 
lessen  competition,  or  to  tend  to  create  a  monopoly"  (emphasis  added).  This  stop- 
it-before-it's-too-late  notion  seems  especially  appropriate  for  this  industry. 

The  main  purpose  of  my  remarks  today  is  to  ioentify  generally  the  goals  of  anti- 
trust enforcement  and  the  antitrust  pressure  points  that  could  develop  as  a  result 
of  consolidation.  As  a  preliminary  matter,  let  me  offer  a  disclaimer.  Ajititrust  law- 
yers sometimes  engage  in  a  fiction  (bom  of  practical  necessity)  when  analyzing  the 
competitive  effects  of  merger  transactions  or  other  business  practices.  To  create  a 
meaningful  framework  for  analysis,  relevant  markets  are  assumed  to  exist  at  some 
fixed  point  in  time  and  competitive  effects  are  analyzed  within  those  neatly  defined 
markets.  Of  course,  in  reahty  both  competition  and  the  contours  of  most  markets 
are  dynamic:  less  like  a  snapshot  and  more  like  one  of  Paramount's  full-length  fea- 
ture films  with  quadraphonic  Dolby  surround  sound. 

Particularly  with  high  technology  markets  such  as  those  involving  telecommuni- 
cations, the  effects  of  present-day  transactions  on  future  competition  can  be  difficult 
to  predict  and  tricky  to  analyze.  Today's  state-of-the-art  is  tomorrow's  old  hat.  Un- 
fortunately for  antitrust  analysts,  the  information/technology  revolution  has  not  yet 
developed  a  crystal  ball  or  a  time  machine.  Indeed,  if  antitrust  practitioners  were 
in  fact  blessed  with  any  such  gift  of  clairvoyance,  I  suspect  most  would  be  tempted 
to  switch  hats  and  become  investment  advisors  of  one  sort  or  another.  Instead,  as 
is  often  the  case  with  important  policy  decisions,  competition  policy  makers  must 
make  their  best  judgments,  given  the  facts  they  have  and  drawing  from  past  experi- 
ence. But  clearly,  this  exercise  is  not  physics,  and  absolute  answers  are  elusive. 

As  a  starting  point  for  the  antitrust  analysis,  I  would  like  to  emphasize  that  it 
is  basic  market  economics  and  a  primary  tenet  of  our  free  enterprise  system  that 
businesses  engage  in  transactions  (large  or  small)  in  order  to  increase  their  profits. 
Undoubtedly,  this  is  the  purpose  of  the  proposed  mergers  discussed  today  from  the 
perspective  of  the  parties  and  their  shareholders.  But  the  quest  for  profits  is  not 
itself  an  antitrust  violation,  even  when  those  seeking  the  profits  are  large  and  pow- 
erful corporations.  When  markets  are  functioning  properly — that  is,  when  competi- 
tion is  allowed  to  flourish — the  corporate  goal  of  profit  maximization  is  perfectly 
consonant  with  the  interests  of  consumers,  who  benefit  from  new  and  better  prod- 
ucts and  lower  prices  as  a  result  of  the  incentives  that  increased  profits  create.  It 
is  therefore  important  that  antitrust  enforcement  not  interfere  witii  a  transaction, 
though  pursued  for  gieater  profits,  that  will  actually  enhance  competition.  On  the 
other  hand,  it  is  imperative,  especially  in  an  important  industry  such  as  tele- 
communications, for  antitrust  enforcement  to  ensure  that  profit  maximization  is 
pursued  by  companies  in  a  climate  of  vigorous  competition. 

Thus,  the  essential  antitrust  questions  when  looking  at  a  merger  focus  on  the  way 
that  the  parties  are  likely  to  achieve  the  expected  increased  profits  that  have  moti- 
vated the  transaction.  Will  the  profits  come  from  improved  efficiency  and  the  real- 
ization of  synergies,  which  should  lower  costs,  spur  innovation,  and  vdtimately  bene- 
fit consumers  as  well  as  the  parties?  If  so,  the  merging  parties  should  be  given  a 
hearty  round  of  applause. 

Or,  will  the  profits  come  from  an  exercise  of  market  power,  the  eUmination  of 
competition,  and  the  erection  of  market  entry  barriers,  which  will  benefit  only  the 
parties  at  the  expense  of  everyone  else?  Recognizing  the  difference  between  these 
two  scenarios  is  exceedingly  difficult,  but  is  the  essence  of  sound  antitrust  merger 
policy.  Telecommunications  mergers,  including  those  that  involve  cable  and  tele- 
phone companies,  can  be  analyzed  in  these  terms  to  identify  potential  antitrust  is- 
sues. 

II.  POTENTIAL  COMPETITIVE  EFFECTS  AND  EFFICIENCIES 

A.  Foreclosure  of  potential  competition  between  cable  companies  and  telephone  com- 
panies in  the  distribution  of  video  signals  and  in  the  provision  of  local  telephone 
service 
During  the  debate  of  the  past  three  or  four  years  over  cable  re-regulation,  the  con- 
ventional wisdom  was  that  cable  companies  and  telephone  companies  were  on  a 
competitive  collision  course  in  the  market  for  the  distribution  of  video  signals.  In- 
deed, in  seeking  to  prove  that  their  business  faced,  or  would  soon  face,  "effective 
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competition" — and  thus  that  industry  re-regulation  was  unnecessary — the  cable 
companies  argued  repeatedly  that  telephone  companies  were  on  the  verge  of  compet- 
ing for  video  subscribers.  On  the  other  side  of  this  coin,  it  is  likely  to  become  techno- 
logically feasible  for  cable  companies  to  provide  telephone  service  oyer  their  net- 
works in  competition  with  the  local  telephone  companies.  In  the  United  Kingdom, 
cable  systems,  some  of  which  are  partially  owned  by  the  U.S.  Baby  Bells,  are  al- 
ready competing  with  British  Telecom  for  local  telephone  customers. 

The  obvious  antitrust  question  that  emerges  from  these  facts  is  whether  the  mar- 
riage of  a  large  cable  company  and  a  large  local  telephone  company  might  result 
in  the  heading  off  of  impending  competition  in  their  respective  (near-monopolv)  pri- 
mary businesses.  If  so,  such  a  merger  could  potentially  harm  consumers  by  depriv- 
ing them  of  competition  both  in  the  market  for  video  signal  distribution  (if,  absent 
the  merger,  the  phone  company  would  have  competed  with  the  cable  company  for 
video  subscribers)  and  in  the  market  for  the  provision  of  local  telephone  service  (if, 
Ukewise,  the  cable  company  would  have  competed  with  the  telephone  company  for 
local  telephone  connections).  Of  course,  this  scenario  assumes  the  absence,  or  at 
least  a  lessening,  of  current  regulatory  restrictions  that  forbid  some  aspects  of  this 
competition;  as  we  all  know,  such  proposals  are  currently  being  made. 

Antitrust  experts  will  recognize  this  theory  of  competitive  harm  as  the  so-called 
"potential  competition"  theory.  In  practice  this  theory  has  been  appUed  sparingly  be- 
cause in  many  market  contexts  it  is  difficult  to  prove  with  am  reasonable  level  of 
certainty  how  competition  will  be  harmed,  when  there  is  no  benchmark  of  actual 
rivalry  between  merging  parties  by  which  to  measure  the  loss  of  competition  result- 
ing from  the  transaction.  In  a  nutshell,  cases  against  merging  "potential  competi- 
tors" are  often  in  practice  just  too  speculative  to  penetrate  an  able  defense  by  the 

parties.  ■  ,      ,  j. 

The  merger  of  a  cable  company  and  a  telephone  company  might,  however,  present 
a  case  where  the  foreclosure  of  potential  competition  is  certain  enough  to  raise  via- 
ble antitrust  issues.  The  fact  that  these  two  separate  industries  have  been  accelerat- 
ing toward  a  head-on  competitive  battle  with  one  another  seems  undeniable,  based 
on  the  industries'  own  accounts  of  where  they  are  headed.  Moreover,  largely  because 
the  development  of  the  two  industries  has  been  so  heavily  regulated— with  regu- 
latory restrictions  discouraging  competition  in  many  cases — local  monopoUes  (or  vir- 
tual monopoUes)  have  become  the  order  of  the  day  for  both.  Antitrust  enforcers  wdll 
want  to  examine  closely  the  records  of  merging  cable  and  telephone  companies  for 
documents  that  recognize  that  in  the  absence  of  regulatory  restrictions,  the  two  in- 
dustries would  be  a  serious  competitive  threat  to  one  another.  Of  course,  the  cable/ 
telephone  competition  overseas  that  involves  many  of  these  same  U.S.  companies 
puts  flesh  and  Wood  on  mere  "notions"  of  competition. 

The  cable  distribution  of  video  signals  and  the  provision  of  telephone  service  are 
essentially  confined  to  discrete  geographic  areas.  Thus,  any  potential  competition 
problem  in  these  markets  created  by  a  merger  would  presumably  be  solved  if  the 
cable  company  involved  were  to  divest  itself  of  the  properties  it  owned  that  were 
located  in  the  telephone  company's  local  area  of  operation.  Such  a  divestiture  would 
in  effect  eliminate  the  (potential)  competitive  overlap  of  the  two  companies.  To  the 
extent  that  restrictions  on  telephone  companies  imposed  by  the  Cable  Communica- 
tions PoUcy  Act  of  1984  are  either  lifted  or  stricken  (as  would  be  the  case  if  a  recent 
federal  district  court  decision  stands),  the  merged  company,  after  appropriate 
divestitures,  could  then  distribute  video  signals  over  its  telephone  Unes  in  competi- 
tion with  the  newly  divested  (and  separately  owned)  local  cable  systems.  Moreover, 
in  areas  not  previously  served  by  the  telephone  company,  the  merged  entity,  by  up- 
grading the  purchased  cable  systems  could  attempt  to  provide  local  telephone  serv- 
ice in  competition  with  other  regional  telephone  companies.  The  emergence  of  either 
phenomenon  would  create  a  new  competitor  in  a  previously  monopohstic  market. 
Such  a  potential  procompetitive  effect  should  be  weighed  heavily  in  the  overall  as- 
sessment of  any  need  for  antitrust  enforcement. 

My  current  understanding  is  that  such  a  "fix-it-first"  divestiture  solution  is  what 
Bell  Atiantic  and  TCI  have  proposed  to  solve  any  "potential  competition''  problem 
with  their  transaction.  According  to  news  reports,  TCI  plans  to  divest  all  of  its  cable 
holdings  located  in  the  Bell  Atiantic  telephone  service  area,  which  includes  six 
states  and  the  District  of  Columbia.  Although  such  divestitures  could  largely  mim- 
mize  antitrust  potential  competition  concerns  with  telephone  company/cable  com- 
pany mergers,  there  are  a  few  general  caveats  to  note  about  the  sufficiency  of  a  di- 
vestiture solution,  whether  done  voluntarily  by  the  parties  or  pursuant  to  a  Depart- 
ment of  Justice  or  Federal  Trade  Commission  order. 

First,  if  the  spin-off  is  intended  to  alleviate  anticompetitive  concerns,  it  is  rnipor- 
tant  that  ultimate  control  of  the  divested  assets  be  in  different  hands  from  those 
controlUng  the  merged  entity.  It  is  oft^n  the  case  that  shares  of  a  widely  held,  pub- 


61 

licly  traded  company  are  so  dispersed  that  effective  control  by  any  readily  definable 
group  of  shareholders  is  not  possible.  However,  where  effective  control  of  one  cor- 
poration is  exercised  by  a  Hmited  group,  the  efficacy  of  any  divestiture  is  under- 
mined if  that  same  group  is  also  a  large  shareholder,  or  is  in  a  position  to  exercise 
control,  with  respect  to  the  divested  assets,  because  the  common  shareholders  of  the 
divested  cable  systems  and  the  new  entity  could  serve  to  facilitate  competitive  co- 
ordination between  the  two  purported  "competitors."  At  the  very  least,  the  group 
controlling  the  divested  assets  might  not  operate  those  assets  with  the  same  com- 
petitive vigor  that  a  truly  independent  operator  would. 

Second,  from  a  competitive  effects  standpoint,  it  would  be  important  that  those 
acquiring  the  divested  cable  assets  have  the  expertise  to  operate  them  as  com- 
petently as  the  previous  owners  and  with  the  same  competitive  potential  in  both 
video  signal  distribution  and  telephone  service.  For  example,  a  large  cable  company 
with  substantial  financial  wherewithal  might  well  have  engaged  in  substantial  re- 
search and  development  in  support  of  turning  its  cable  systems  into  a  viable  com- 
petitor in  the  telephone  service  market.  If  the  new  owner  of  the  divested  cable  as- 
sets located  in  the  telephone  company's  service  area  were  to  be,  for  example,  a  com- 
pany with  little  or  no  technological  research  capability  and  no  chance  of  using  those 
cable  systems  for  telephone  service,  then  the  divestiture  may  not  solve  the  potential 
competition  problem  in  the  telephone  service  market  (assuming  regulatory  barriers 
come  down).  With  their  R&D  and  technical  support  lifeUne  having  been  severed,  the 
divested  assets  might  be  a  greatly  diminished  source  of  competition.  This  is  not  to 
say  such  a  result  is  inevitable,  but  simply  to  point  out  that  the  identity  of  the  new 
owner  is  a  fact  relevant  to  the  antitrust  analysis. 

In  sum,  divestiture  remedies  can  offer  a  meaningful  solution.  However,  care  must 
be  taken  to  make  sure  that  the  company  or  individuals  who  buy  the  divested  assets 
will  be  able  to  compete  effectively  in  all  of  the  relevant  markets  in  which  potential 
competition  might  be  foreclosed,  and  without  regard  for  the  fortunes  of  the  newly 
merged  entity. 

B.  Foreclosure  of  actual  competition  in  the  "innovation  market"  for  telecommuni- 
cations technology 

When  experts  examine  the  competitive  effects  of  mergers,  they  usually  focus  pri- 
marily on  competition  between  the  parties  in  production  and  marketing  of  the  ulti- 
mate product  or  service  offered  for  sale.  This  is  because  competition  at  these  levels 
is  easier  to  observe  and  measure.  But  companies  that  compete  with  one  another 
often  do  so  across  the  entire  spectrum  of  activities,  including  research  and  develop- 
ment. What  one  usually  hears  fi*om  the  parties  about  R&D  when  a  merger  is  under 
review  is  that  the  transaction  will  create  great  sjniergies.  In  many  circumstances, 
this  result  is  undoubtedly  true,  and  great  significance  should  attach  to  such  a  fact. 
There  is  a  flip  side,  however,  and  that  is  that  the  elimination  of  R&D  rivalry  may 
also  eliminate  competition  for  visions  of  the  technolo^cal  future.  Once  again,  the 
antitrust  enforcer  is  called  upon  to  make  fine  distinctions,  a  job  made  harder  here 
by  the  difficulties  inherent  in  defining  a  meaningful  relevant  market  for  "innova- 
tion." Nonetheless  R&D  competition  among  both  telephone  and  cable  companies  to 
emerge  as  a  leader  in  the  evolving  interactive  multimedia  market,  where  there  may 
soon  oe  little  functional  distinction  between  computers,  TVs,  or  telephones,  could 
be  foreclosed  by  mergers  among  leading  firms  in  these  industries.  Innovation  ap- 
pears to  be  the  lifeblood  of  high  tech  companies,  and  antitrust  must  ensure  that 
mergers  between  them  do  not  chill  this  important  aspect  of  rivalry  in  industries 
such  as  telecommunications. 

Indeed,  in  telecommunications  markets,  competition  in  innovation  can  be  particu- 
larly significant.  Quite  often  an  entire  generation  of  improvements  in  telecommuni- 
cations depends  on  one  company  reaching  an  important  technological  threshold, 
which  establishes  certain  standards  in  a  particular  area.  Once  the  standard  is  es- 
tablished, others  adapt  applications  and  equipment  to  take  advantage  of  the  stand- 
ard. This  can  be  very  procompetitive  by  lowering  transactions  costs  through  uniform 
adaptability.  In  this  sense,  telecommunications  innovation  can  be  more  of  a  step 
function  than  a  straight  line  or  even  a  smooth  curve.  However,  if  a  merger,  by  re- 
ducing R&D  rivalry,  were  to  retard  the  development  or  lower  the  quality  of  a 
"threshold"  standard,  it  could  affect  a  whole  generation  of  innovations  derived  from 
that  breakthrough. 

However,  the  competition  in  R&D  for  the  still  emerging  communications  services 
market  undoubtedly  extends  beyond  the  telephone  company  and  cable  company  that 
have  chosen  to  be  partners  in  any  particular  transaction.  The  list  of  possible  other 
contestants  in  the  R&D  race  may  include  the  other  Baby  Bells,  the  communication 
equipment  manufacturers,  and  providers  of  long  distance  service.  To  the  extent 
there  are  multiple  players  that  are  involved  in  a  mad  dash  to  the  finish  line  to  de- 
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velop  workable  technologies,  there  is  less  concern  that  a  particular  transaction  car- 
ries any  meaningful  risk  of  competitive  harm  for  R&D. 

But  resolution  of  this  issue  reqmres  a  hard  look  by  government  enforcers.  There 
are  those  who  will  say  large  telephone  and  cable  companies  need  each  other's  R&D 
help  in  order  to  make  the  future  happen,  and  this  may  in  fact  be  true.  But  there 
are  also  those  who  will  insist  that  most  of  the  time,  two,  well-trained  sprinters  will 
run  much  further  and  faster  than  any  contestant  in  a  three-legged  race.  A  thorough 
antitrust  investigation  of  industry  merger  transactions  would  at  least  enable  en- 
forcement officials  to  see  what  the  parties'  dociunents,  and  their  scientists,  have  to 
say  about  their  respective  indepenaent  research  efforts.  Perhaps  consumers  would 
be  best  served  by  marrying  two  complementary  technologies  now;  perhaps  they 
would  be  best  served  by  forcing  the  best  company  to  win  in  a  competition  to  shape 
the  future  of  telecommunications  markets,  rather  than  by  allowing  two  of  the 
strongest  competitors  to  join  their  efforts.  Whatever  the  truth,  the  stakes  are  too 
high  to  fail  to  consider  closely  this  question. 

C.  Vertical  foreclosure  in  the  markets  for  video  programming  and  video  signal  deliv- 
ery 

Part  of  the  trend  in  the  telecommunications  consohdation  that  is  currently  under- 
way is  toward  vertical  integration  of  suppliers  of  video  programming  with  distribu- 
tors of  video  signals.  For  example,  TCI  ciirrently  has  substantial  interests  in  many 
cable  programming  networks,  and,  an  affiliated  entity,  QVC,  is  actively  involved  in 
a  high-profile  battle  to  acquire  Paramount  Communications  Inc.,  which  owns  a  large 
movie  studio,  a  publishing  company,  and  other  valuable  programming  assets,  in- 
cluding a  film  library. 

Vertical  integi-ation  can  raise  a  number  of  antitrust  issues.  Under  certain  limited 
market  conditions,  a  vertically  integrated  company  can  potentially  harm  competition 
by  foreclosing  existing,  non-integrated  rivals  from  segm.ents  of  the  market  that 
would  otherwise  be  open  to  them.  For  example,  if,  as  a  result  of  a  series  of  mergers, 
most  of  the  video  subscribers  in  the  U.S.  were  served  by  a  very  few  large,  vertically 
integrated  distributors,  smaller,  non-integrated  programmers  might  be  closed  out  of 
the  market,  as  the  large  distributors  used  only  programming  produced  by  their  own 
captive  sources.  If  the  net  effect  of  such  foreclosure  were  that  consumers  were  de- 
nied a  sufficiently  broad  array  of  programming,  there  would  be  an  antitrust  prob- 
lem. To  the  extent  that  there  exist  in  a  practical  sense,  either  now,  or  in  the  near 
future,  alternative  methods  of  signal  delivery  (e.g.,  direct  broadcast  satellite),  such 
entry  reduces  the  likelihood  of  foreclosure  thereby  lessening  competitive  concerns. 
This  assumes,  of  course,  that  the  technology  critical  to  signal  transport  and  deUvery, 
such  as  encryption  and  compression,  is  made  available  on  competitive  terms  to  those 
attempting  such  entry. 

In  addition  to  possible  foreclosure  in  the  video  programming  market,  under  cer- 
tain circumstances,  foreclosure  could  occur  of  smaller  cable  operators  attempting 
video  signal  delivery.  They  might  not  be  able  to  compete  with  the  larger,  integrated 
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riers is  crucial  to  the  antitrust  analysis,  ff  there  are  no  significant  barriers  to  entry 
in  the  production  and  supply  of  video  T?rogramming,  foreclosure  of  the  type  just  de- 
scribed is  unlikely.  But  if  subscribers  (Jemand  well-recognized,  high-quality  material 
of  a  type  not  easily  duplicated,  foreclosure  is  more  plausible. 

As  for  the  latter  concern,  major  provisions  of  the  1992  Cable  Act  require  that  ver- 
tically integrated  cable  companies  make  their  programming  available  to  other  cable 
operators  on  non-discriminatory  terms.  It  is  too  early  to  tell  whether  Cable  Act  reg- 
ulations will  be  effective  in  guaranteeing  high  quality  programming  for  independent 
operators  or  whether  instead  we  find  ourselves  in  the  land  of  unintended  con- 
sequences, which  so  often  is  the  result  of  regulation. 

The  federal  government's  antitrust  merger  guidelines  express  tv/o  expUcit  con- 
cerns about  the  effects  of  vertical  integration  (at  least  when  it  results  from  a  merg- 
er). First,  according  to  the  guidelines,  vertical  integration  can  increase  barneis  to 
entry  by  making  it  necessary  for  a  potential  new  entrant  to  enter  both  markets  in 
order  to  enter  either.  For  example,  there  are  a  number  of  upstai-t  technologies  that 
hold  at  least  the  potential  of  providing  serious  competition  to  the  cable  and  tele- 
phone companies  in  the  distribution  of  video  signal.  These  include  direct  broadcast 
satellite  and  microwave  technologies,  both  of  which  can  circumvent  cable  and  tele- 
phone wires.  If  the  owners  of  one  of  these  alternative  delivery  systems  were  unable 
to  purchase  desirable  programming,  and  were  therefore  forced  to  enter  the  program- 
ming market  in  order  to  enter  the  video  signal  distribution  market,  vertical  integra- 
tion could  be  seen  as  raising  entry  barriers.  Similarly,  if  the  technology  for  a  nee- 
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essary  input,  such  as  scrambling  or  digital  compression,  were  subject  to  incumbent 
control,  the  result  could  be  the  foreclosure  of  alternative  delivery  systems. 

The  second  issue  that  the  merger  guidelines  raise  is  that  vertical  integration 
could  facihtate  collusion.  The  concern  here  would  be  that  by  owning  an  upstream 
entity  that  sells  to  downstream  rivals,  a  company  can  more  easily  monitor  prices 
in  the  downstream  market.  Thus,  for  example,  if  a  cable/telephone  company  were 
to  own  a  large  Ubrary  of  programming,  and  was  a  large  supplier  of  programming 
to  competitive  video  signal  distributors,  the  cable/telephone  company  wovild  possess 
competitively  significant  cost  information  about  its  downstream  competitor.  This  in- 
formation could  facilitate  competitive  coordination. 

would  like  to  emphasize  that  whatever  antitrust  problems  may  exist  as  a  result 
of  vertical  integration  in  telecommunications  markets  (and  to  the  extent  that  tibe 
Cable  Act  and  other  regulations  do  not  already  solve  some  of  them),  the  Bell  Atlan- 
tic/TCI merger  only  lends  itself  to  such  an  analysis  if  the  transaction  creates  any 
additional  vertical  linkages.  Moreover,  because  vertical  relationships  have  an  enor- 
mous capacity  to  generate  efficiencies  and  to  remedy  sources  of  market  failure,  such 
as  free  riding,  it  is  only  in  special  circvunstances  that  vertical  integration  will,  on 
balance,  actually  harm  competition.  I  flag  the  vertical  integration  issue  merely  be- 
cause there  are  many  instances  of  vertical  integration  in  the  telecommunications  in- 
dustrv.  Still,  very  careful  thought  would  be  required  before  one  could  conclude  that 
it  makes  sense  to  challenge  any  of  these  transactions  on  a  vertical  theory. 

D.  Reduction  in  competition  in  other  relevant  markets  such  as  advertising 

An  issue  that  merits  antitrust  attention  is  whether  relevant  product  markets 
other  than  video  signal  distribution  and  telephone  service  might  also  be  adversely 
affected  by  mergers  between  telephone  and  cable  companies.  One  possibility,  which 
I  offer  merely  hypothetically,  is  the  market  for  the  deUvery  of  audiences  to  video 
programming  advertisers.  I  am  assuming,  of  course,  that  such  a  relevant  product 
market  would  be  found  to  exist  after  a  proper  analysis.  For  example,  it  is  possible 
that  other  forms  of  advertising  such  as  that  in  newspapers  and  on  the  radio  are  in 
the  same  relevant  product  market  with  video  advertising. 

If  a  large  telephone  company  and  a  large  cable  company  were  each  capable  of  dis- 
tributing video  signals  to  the  home  (this  assumes  application  of  the  potential  com- 
petition theory),  then  each  could  presumably  sell  advertising  time  on  their  respec- 
tive programming  lineups,  based  on  their  arrangements  with  program  suppliers.  If 
this  were  the  case,  the  two  companies  could  compete  for  advertising  dollars.  A  merg- 
er between  the  two  companies  would  eliminate  that  competition  between  them. 

Again,  the  advertising  "market"  is  merely  an  example  of  how  a  telephone  com- 
pany and  a  cable  company  covild  theoretically  compete  with  one  another  in  a  market 
separate  from  services  provided  to  consvuners  over  cable  or  telephone  wire.  The  im- 
portant point  here  is  the  generic  one,  that  actual  or  potential  competition  could  be 
affected  oy  large  transactions  in  relevant  markets  that  are  not  immediately  appar- 
ent on  the  surface.  Although  divestiture  solutions  might  solve  many  such  competi- 
tive problems,  always  keep  in  mind  that  divestitures  must  be  coextensive  with  the 
competitive  problem  in  order  to  be  effective. 

III.  CONCLUSION 

As  modem  commercial  markets  become  more  complex,  antitrust  analysis  gets 
more  difficult.  And  there  may  be  no  set  of  markets  that  is  more  difficult  to  parse 
from  a  competitive  standpoint  than  those  related  to  telecommunications,  particu- 
larly given  the  rapidly  changing  natvu-e  of  such  markets.  The  conglomerate  mergers 
underway  today  present  a  host  of  antitrust  issues  including  vertical  foreclosure,  po- 
tential competition,  actual  horizontal  competition  as  well  as  the  promise  of  signifi- 
cant efficiencies  and  creation  of  new  markets.  Sorting  out  these  issues  in  the  context 
of  a  particvilar  merger  transaction  is  not  an  easy  task.  Nonetheless,  responsible  pol- 
icy makers  cannot  turn  their  backs  on  questions  just  because  they  are  hard.  In  my 
opinion,  they  must  embrace  the  challenges  that  hard  questions  pose  and  seek  to 
enact  correct  policies  that  will  serve  the  public  interest.  Those  who  contend  that 
large  corporate  transactions  are  bad,  just  because  they  are  "big,"  are  just  as  irre- 
sponsible as  those  who  turn  a  blind  eye  to  blatantly  anticompetitive,  anticonsumer 
transactions  just  because  they  benefit  a  high-profile  industry.  These  telecommuni- 
cations industry  mergers  will  require  honest,  substantive  analysis  in  order  to  reach 
the  right  result.  Mistakes,  in  either  direction,  made  in  the  name  of  politics  could 
affect  literally  every  American  household. 

Thank  you  again,  Mr.  Chairman,  for  this  opportunity  to  testify,  and  I  shall  be 
pleased  to  answer  any  questions  that  you  or  others  on  the  committee  may  have  for 
me. 
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Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Arquit. 
Mr.  Peter  Huber,  we  are  happy  to  have  you  with  us,  sir. 

STATEMENT  OF  PETER  HUBER 

Mr.  Huber.  Good  afternoon,  Mr.  Chairman.  In  response  to  your 
question,  I  have  a  great  deal  to  confess.  I  was  retained  by  the  De- 
partment of  Justice  as  an  expert  witness  some  years  ago.  I  was  of 
counsel  to  Mayer,  Brown  &  Piatt,  and  I  am  now  of  counsel  to  a 
small  law  firm  in  town  that  did  represent  and  may  still  represent — 
I  would  have  to  check  with  my  partners  there — NYNEX,  which  has 
a  $1  billion  stake  in  Viacom,  and  has  represented  Bell  Atlantic  in 
its  first  amendment  challenge  across  the  river.  We  have  worked 
with  Southwestern  Bell  that  competes  in  Bell  Atlantic's  territory, 
and  for  US  West  that,  of  course,  has  a  stake  in  Time  Warner  that 
competes  against  Bell  Atlantic.  I  could  go  on,  but  you  have  limited 
me  to  5  minutes. 

I  should  add  perhaps  that  the  person  who  gave  me  my  first  job 
as  a  lawyer  after  I  finished  my  clerkships  was  a  lady  by  the  name 
of  Anne  Bingaman,  but  that  is  history  now. 

Mr.  Chairman,  there  are  really  two  essential  facts  in  antitrust 
law,  and  they  apply  here  more  than  anywhere,  and  two  essential 
inquiries.  One  is  what  is  the  product  or  service,  and  the  second  is 
where  is  it  sold.  What  is  the  product  or  service,  the  relevant  ques- 
tion here?  You  have  already  provided  the  answer,  and  correctly. 
Cable  and  telephony  are  converging.  We  are  going  into  a  digital 
broadband  world. 

In  the  digital  world,  a  bite  is  a  bite,  whether  it  is  carrying  video 
or  voice  or  data.  The  technology  is  here  today  for  telephone  compa- 
nies to  provide  video  services  over  their  networks  and  for  cable 
companies  to  provide  telephone  services,  so  the  product  and  service 
markets — clearly,  we  are  talking  here  about  what  very  soon  will  be 
one  industry,  a  single  product. 

The  second  inquiry,  however,  cannot  be  forgotten  and  seems  to 
be  overlooked,  or  seems  to  have  been  overlooked  in  much  of  our  dis- 
cussion. Antitrust  analysis  is  conducted  in  the  scope  of  geographic 
markets,  and  the  local  distribution  market  in  telecommunications 
is,  by  definition,  local.  It  makes  no  sense  to  talk  about  a  national 
market  for  local  distribution.  That  is  an  oxymoron. 

The  content  in  these  markets  may  be  sold  nationwide  or  indeed 
internationally,  but  if  you  are  talking  about  the  distribution  mar- 
kets themselves,  those  are  local  markets  and  they  must  be  ana- 
lyzed as  such.  Discussion  of  market  shares  of  a  local  distribution 
market  simply  doesn't  make  very  much  sense,  and  I  might  also  add 
at  this  point,  and  perhaps  you  would  care  to  follow  up  on  this,  a 
discussion  of  access  to  customers  is  not  terminology  known  to  the 
antitrust  law.  Both  Safeway  and  Giant  have  access  to  me  in  my 
neighborhood,  but  that  doesn't  mean  they  own  me.  Access  is  not 
the  measure.  Market  shares  are  the  measure. 

These  two  facts  have,  I  think,  two  consequences,  and  they  are 
not  very  complicated.  First  of  all,  we  do  not  want  cable  and  tele- 
phone companies  to  be  merging  in-region.  Very  soon,  they  will  be 
in  the  same  business.  Of  course,  they  should  not  be  merging  hori- 
zontally within  relevant  geographic  markets.  As  I  understand  it, 
not  much  of  that  is  proposed.  If  it  is  proposed,  it  should  be  resisted. 
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But  the  correlative  proposition  is  that  if  we  see  a  cable  company 
attempting  to  compete  out-of-region  or  a  telephone  company  com- 
peting out-of-region,  we  should  applaud  that.  This  is  an  attempt  to 
create  new  competition,  not  to  eliminate  old  competition.  I  feel  jeal- 
ous of  British  consumers  today  who  have  a  second  telephone  com- 
pany called  NYNEX  that  has  been  investing  in  cable  properties  in 
Britain.  According  to  the  Wall  Street  Journal  last  week,  NYNEX, 
through  cable  properties  in  Britain,  is  now  British  Telecom's  "most 
formidable  rival  for  local  telephone  service."  That  is  in  England.  I 
wish  NYNEX  would  come  to  Bethesda,  too,  and  perhaps  they  will 
once  cable  properties  are  spun  off. 

We  see  this  now  across  the  country.  Southwestern  Bell  is  poised 
to  compete  head-to-head  in  Bell  Atlantic  territory  through  Hauser. 
US  West,  of  course,  has  a  major  stake  in  Time  Warner,  which  oper- 
ates cable  systems  outside  US  West's  region.  NYNEX,  of  course, 
has  a  stake  in  Viacom.  I  know  this  is  Washington,  but  I  was 
amused  to  hear  this  characterized  as  a  trivial  investment.  It  is  $1.2 
billion,  which  I  would  have  thought  gives  them  a  reasonably  press- 
ing interest.  Bell  South  has  an  investment  in  Prime. 

These  are  all  large  transactions.  Of  course,  they  deserve  your 
scrutiny.  Of  course,  they  deserve  the  scrutiny  of  the  Justice  Depart- 
ment and  the  FCC.  They  will  get  that  scrutiny.  They  should,  but 
I  think  if  you  examine  them  in  very  basic,  traditional  antitrust 
terms — ^what  is  the  product  market  and  where  is  it  really  being 
sold — maps  are  pretty;  I  have  drawn  my  share  of  them  in  my  life, 
but  you  have  to  come  down  to  reality.  We  are  talking  about  local 
distribution  networks  and,  examined  in  those  terms,  there  is  all 
the  difference  in  the  world  between  horizontal  overlaps  and  out-of- 
region  ventures. 

There  is  a  great  irony  for  somebody  like  me  who  has  been  in  this 
business  for  a  while — 23  years  since  1970  when  the  FCC  first  acted 
and  then  1984  when  the  Congress  acted.  The  theory  was  that  cable 
companies  were  horribly  vulnerable;  that  if  we  let  telephone  com- 
panies into  any  aspect  of  video  business,  cable  companies  would  be 
killed.  The  John  Malones  back  then  were  the  tiny,  vulnerable  in- 
fants. That  was  argued  as  recently  as  3  months  ago  across  the 
river. 

Now,  when  we  find  telephone  companies  willing  to  invest  out-of- 
region  and  to  shore  up  and  cooperate  with  out-of-region  cable  com- 
panies, which  can  only  increase  competition,  suddenly  the  theory  is 
that  they  are  too  strong.  I  think  we  have  to  get  away  from  this 
Goldilocks  soup,  you  know,  too  hot  or  too  cold  approach  to  antitrust 
law  and  do  some  hard-headed  analysis  here  in  terms  of  the  basic 
products  and  services  at  issue  and  the  geographic  market. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Huber  follows:] 

Prepared  Statement  of  Peter  Huber 

My  name  is  Peter  Huber.  I  am  a  Fellow  of  the  Manhattan  Institute  for  Policy  Re- 
search, a  think  tank  based  in  New  York,  and  I  serve  Of  Counsel  to  the  Washington, 
D.C.  law  firm  of  Kellogg,  Huber  &  Hansen.  I  am  a  co-author  of  the  treatise  Federal 
Telecommunications  Law  (Little  Brown  1992).  I  was  also  the  author  of  The  Geodesic 
Network:  1987  Report  on  Competition  in  the  Telephone  Industry,  the  report  submit- 
ted to  federal  Judge  Harold  Greene  on  the  occasion  of  the  first  triennial  review  of 
the  Bell  breakup,  and  an  update  to  that  report  (privately  undertaken),  The  Geodesic 
Network  II:  1993  Report  on  Competition  in  the  Telephone  Industry.  I  have  written 
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numerous  other  articles  and  commentaries  on  the  technology  and  economics  of  the 
telecommunications  industry.  Through  my  current  law  firm,  and  through  prior  affili- 
ation with  the  Chicago  firm  of  Mayer,  Brown  &  Piatt,  I  have  also  conducted  numer- 
ous other  studies  of  the  telecommunications  industry  on  behalf  of  the  Regional  Bell 
Companies  and  other  clients.  My  testimony  here  today,  however,  represents  my  own 
views. 

The  recent  spate  of  mergers  in  the  telecommunications  industry  must  be  assessed 
in  light  of  two  market  realities. 

The  first  is  technological.  From  an  engineering  perspective,  telephone  and  cable 
service  are  fast  becoming  one  and  the  same.  In  the  digital  world,  a  bjrte  is  a  byte — 
whether  it  represents  a  hiccup  on  a  telephone  call,  or  a  decimal  point  in  a 
spreadsheet,  or  one  tiny  fragment  of  a  picture  in  a  re-run  of  "I  Love  Lucy."  Voice, 
video,  and  data  are,  or  soon  will  be,  indistinguishable.  The  same  networks  can  and 
do  carry  everything.  Telephone  companies  have  at  hand  the  capability  to  transport 
color  television  over  their  existing  networks.  Cable  companies  have  at  hand  the 
technology  needed  to  provide  full,  two-way  telephone  service  over  a  combination  of 
existing  cable  plant  and  wireless  add-ons. 

Transport  media  are  merging  as  well.  Television  used  to  travel  by  air,  telephone 
by  wire.  Today,  cable  is  the  dominant  medium  for  transporting  television  signals 
over  the  last  mile  to  the  home.  Cable  passes  over  95  percent  of  American  homes; 
over  60  percent  actually  subscribe.  Meanwhile,  the  fastest  growth  in  telephony  is 
wireless.  The  FCC  recently  cited  studies  projecting  60  million  users  of  wireless  serv- 
ices within  the  decade.  Congress  itself  recently  designated  a  very  large  block  of  spec- 
trum (200  MHz)  for  allocation  to  new  "personal  communications  services."  Cable 
companies  have  been  among  the  most  aggressive  and  ambitious  developers  of  these 
wireless  services.  The  first  PCS  call  in  tne  U.S.  to  use  cable  plant  for  a  portion  of 
the  transport  was  placed  on  February  12,  1992,  from  the  President  of  Cox  Enter- 
prises to  then-FCC  Chairman  Al  Sikes. 

The  second  basic  determinant  of  market  boundaries  in  the  telecommunications  in- 
dustry is  geographical.  Consumers  still  buy  "last  mile"  transport  locally.  A  consumer 
in  Denver  buys  service  from  cable  and  telephone  compames  in  Denver,  not  Des 
Moines.  This  fact  may  seem  obvious,  but  it  is  overlooked  surprisingly  often.  From 
an  antitrust  perspective,  however,  it  is  critical.  Local  telecommunications — whether 
cable  or  telephone — are  just  thair—local. 

These  two  fiindamental  facts  of  the  telecommunications  industry  suggest,  in  turn, 
two  important  antitrust  conclusions. 

First,  phone  companies  and  cable  companies  should  be  permitted  to  compete 
against  each  other  head  to  head,  in  the  same  service  areas.  They  are  in  the  same 
business — or  they  will  be  as  soon  as  regulators  allow.  We  should  welcome  the  com- 

f>etition  that  engineering  now  makes  both  possible  and  inevitable.  Maintaining  regu- 
atory  walls  between  them  will  only  suppress  competition.  At  the  same  time,  we 
don't  want  cable  and  telephone  companies  to  combine  competing  facilities  within  the 
same  geographic  service  areas.  As  Congress  itself  has  recognized,  a  single  provider 
of  both  cable  and  telephone  service  may  be  all  that  is  economically  possible  in  rural 
areas.  But  in  big  cities,  cable  and  telephone  companies  should  go  at  each  other  as 
independent  entities. 

The  best  way  to  encourage  that  is  to  permit  out  of  region  alliances — precisely  the 
same  alliances  that  should  be  forbidden  within  the  same  service  areas.  Such  alli- 
ances present  the  most  certain  road  to  head-to-head  competition  among  the  seven 
Regional  Bell  Companies,  GTE,  Sprint,  Time  Warner,  Cox,  and  other  providers  of 
both  cable  and  telephone  service,  whose  operations  are  currently  confined  to  more 
limited  geographic  markets. 

The  potential  benefits  of  such  competition  have  already  been  tested  overseas;  Brit- 
ish consumers  have  been  the  first  beneficiaries.  As  The  Wall  Street  Journal  reported 
just  a  few  days  ago  (October  21,  1993),  a  New  York  based  Regional  Bell  Company— 
NYNEX — is  now  battling  for  market  share  with  British  Telecom,  having  entered  the 
British  market  through  a  U.K.  cable-television  affiliate.  NYNEX  is  preparing  to 
offer  British  customers  various  discount-calling  plans  over  its  British  cable  net- 
work— including  free  night-time  calls  or  special  promotions  for  phoning  friends  and 
relatives.  NYNEX's  long-distance  tariffs  currently  undercut  BT's  by  as  much  as  13 
percent.  As  the  Journal  reported,  NYNEX  "has  emerged  in  the  past  two  years  as 
the  biggest  cable-TV  operator  in  Britain  and  BT's  most  formidable  rival  for  local 
telephone  service."  The  Journal  went  on  to  note  that  cable-TV  companies  in  Britain 
are  already  offering  226,871  telephone  lines  to  British  subscribers.  By  some  esti- 
mates cable-TV  operators  will  capture  as  much  as  20  percent  of  Britain's  telephone 
market  within  a  decade. 

It  now  seems  likely  that  U.S.  consumers  will  soon  realize  similar  benefits.  What 
NYNEX  is  doing  overseas,  Southwestern  Bell,  US  West,  BellSouth,  NYNEX  itself, 
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and  most  recently,  Bell  Atlantic,  are  preparing  to  do  within  the  United  States,  out- 
side their  existing  service  areas. 

Last  February,  Southwestern  Bell  announced  its  intention  to  purchase  two  exist- 
ing cable  systems.  One  is  in  Arlington  County,  Virginia  and  the  other  is  in  Mont- 
gomery County,  Maryland — both  are  in  Bell  Atlantic  s  telephone  service  area. 

In  May,  US  West  invested  $2.5  billion  in  Time  Warner,  the  nation's  second  largest 
cable  operator.  Time  Warner  runs  13  of  the  nation's  top  50  cable  systems  including 
New  York  City  (NYNEX),  Orlando  FL  (BellSouth),  Houston  TX  (Southwestern  Bell), 
Honolulu  HI  (GTE),  Rochester  NY  (NYNEX),  Cincinnati  OH  (Ameritech),  Kansas 
City  MO  (Southwestern  Bell),  Memphis  TN  (BellSouth),  Austin  TX  (Southwestern- 
Bell),  San  Diego  CA  (PacTel),  Charlotte  and  Raleigh/Durham  NC  (BellSouth),  and 
Maiden  MA  (NYNEX).  Time  Warner  also  operates  a  total  of  30  cable  networks  in 
Bell  Atlantic's  region.  US  West/Time  Warner  is  now  in  a  much  stronger  position  to 
compete  against  NYNEX,  GTE,  Ameritech,  Bell  Atlantic,  and  others,  man  they  were 
before  that  alliance  was  formed.  There  has  been  no  offsetting  loss  to  competition  in 
US  West's  region;  the  company^s  alliance  with  Time  Warner  was  structiired  to  elimi- 
nate all  possible  horizontal  aspects  of  the  alliance  within  US  West's  home  territory. 

More  recently  still,  NYNEX  announced  plans  to  invest  $1.2  biOion  in  Viacom 
International,  the  nation's  thirteenth  largest  cable  operator.  One  of  Viacom's  cable 
systems  runs  through  the  heart  of  San  Francisco — PacTel's  telephone  territory. 
Viacom  also  serves  Salem  WA  (US  West),  Milwaukee  WI  (Ameritech),  and  Nashville 
TN  (BellSouth).  Here  again,  it  is  almost  impossible  to  imagine  how  such  an  alliance 
could  have  any  effect  other  than  to  increase  head-to-head  competition  between 
NYNEX  and  the  other  Regional  Bells.  Within  a  few  years,  NYNEXViacom  will  al- 
most certainly  be  offering  phone  service  in  direct  competition  with  NYNEX's  former 
siblings  in  the  Bell  family,  just  as  NYNEX  is  already  doing  in  Britain,  through  its 
alliances  with  cable  entities  there.  Already  today,  through  different  allies,  NYNEX 
and  Bell  Atlantic  are  in  effect  bidding  against  each  other  to  create  a  further  alliance 
with  Paramount. 

In  October,  BellSouth  likewise  announced  the  acquisition  of  a  22.5  percent  stake 
in  Prime  Management.  Prime's  Austin-based  cable  system  subsidiary.  Prime  Cable, 
is  the  nation's  24th-largest  cable  operator.  One  of  its  systems  operates  in  Las  Vegas 
NV,  side  by  side  with  a  telephone  network  operated  by  PacTel.  This  surely  means 
more  competition,  not  less.  Recent  press  reports  also  suggest  that  BellSouth  may 
become  a  third  bidder  for  Paramount. 

Competition  is  of  course  unfolding  in  the  other  direction  too — ^from  the  telephone 
network  into  the  cable  business.  The  FCC  has  led  the  way  with  its  "video  dialtone," 
which  encourages  telco  provision  of  video  transport  in-region,  and  Bell  Atlantic  re- 
cently prevailed  in  federal  district  court  on  a  first  amendment  challenge  to  a  related 
provision  of  the  1984  Cable  Act.  Telephone  companies  have  the  technology  to  carry 
video  over  their  existing  networks;  they  are  now  being  granted  the  legal  authority 
to  do  so.  Thus,  as  telcos  prepare  to  offer  cable  services  out  of  region,  they  must  also 
prepare  to  square  off  against  other  telcos  who  will  offer  video  dialtone  on  their  home 
turi.  Such  developments  should  warm  the  hearts  of  antitrust  enforcers. 

In  my  view,  the  specter  of  some  "Big  Brother"  monopoly  developing  in  this  kind 
of  environment  is  highly  implausible.  GTE  is  the  largest  local  telephone  company 
in  this  country,  followed  by  the  seven  Regional  Bell  Companies.  Their  counterparts 
in  the  cable  industry — companies  like  TCI,  Time  Warner,  Cox,  and  Viacom — are 
substantial  entities  too.  As  cable  companies  enter  wireless  telephony  they  will  find 
themselves  competing  not  only  with  local  telcos  but  with  AT&T/McCaw — a  company 
with  revenues  over  four  times  those  of  Bell  Atlantic  and  TCI  combined.  It  seems 
wholly  implausible  to  suggest  that  Bell  AtlanticATCI  will  soon  knock  AT&T/McCaw 
out  of  wireless  telephony,  or  US  West/Time  Warner  out  of  video  transport,  either 
in  Bell  Atlantic's  region  or  in  areas  currently  served  by  TCI. 

Defenders  of  the  1984  Cable  Act  have  long  argued  that  cable  companies  could  not 
survive  competition  by  telcos.  No  one  would  dare  compete  against  a  telco  within  its 
own  service  area,  the  argument  ran.  No  cable  company  had  the  financial  resources, 
the  technical  expertise,  or  the  raw  staying  power,  to  do  anything  so  risky.  Thus, 
competition  itself  had  to  be  forbidden,  so  that  competition  would  oe  preserved.  As 
recently  as  last  summer,  for  example,  various  groups  were  still  arguing  before  a  fed- 
eral district  judge  that  telco  entry  into  the  video  programming  business  would 
quickly  annihilate  established  cable  carriers;  all  the  customers  would  end  up  mi- 
grating on  to  telephone  company  facilities  instead. 

That  prediction  is  not  going  to  be  vindicated.  Backed  by  NYNEX,  cable  concerns 
in  Britain  have  proved  they  can  compete  head  to  head  against  the  massive  British 
Telecom.  Backed  by  out-of-region  telcos  in  the  United  States,  cable  companies  now 
have  abundant  resources  and  technical  capabilities  to  compete  against  in-region 
telcos.  American  consumers  will  benefit. 
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Senator  Metzenbaum.  Thank  you  very  much.  I  have  a  few  ques- 
tions and  then  Senator  Thurmond  has  asked  me  to  make  inquiry 
on  his  behalf.  I  would  appreciate  your  answers  being  rather  short. 

Mr.  Hatfield,  I  understand  yc  i  have  done  extensive  work  for  the 
cable  television  industry,  as  you  already  indicated,  and  the  long- 
distance phone  companies  and  the  local  telephone  compsmies.  As  I 
sit  here,  I  must  confess  I  am  somewhat  astonished  that  the  people 
you  usually  represent  have  been  virtually  silent  about  the  Bell  At- 
lantic merger  since  it  was  announced. 

I  suppose  other  cable  companies  hope  to  be  swallowed  by  other 
capital-rich  local  phone  companies  and  that  long-distance  compa- 
nies are  looking  to  get  in  on  the  merger  action  as  well,  and  the 
marketplace  stocks  seem  to  be  reflecting  that  anticipated  action  in 
both  areas.  But  the  silence  frightens  me  because  my  experience 
tells  me  that  when  companies  are  afraid  to  take  on  corporate  gi- 
ants in  the  political  arena,  they  are  also  afraid  to  compete  aggres- 
sively against  corporate  giants  in  the  marketplace. 

Do  you  share  any  of  my  concerns,  or  would  most  of  your  clients 
support  the  testimony  you  presented  today? 

Mr.  Hatfield.  Let  me  start  with  the  first  part  of  your  question 
and  say,  yes,  I  am  concerned.  Second,  I  doubt  very  seriously  if 
many  of  my  clients  would  support  what  I  had  to  say  here  today, 
but  let  me  reinforce  the  sort  of  premise  of  your  question  that  this 
silence  does  indicate  something  that  does  very  much  concern  me 
because  before  we  had  industries  that  were  really  clashing  against 
each  other  and  now  there  is  this  silence.  It  was  my  hope,  as  I  indi- 
cated, that  that  rivalry  would  produce  real  competitive  benefits  for 
consumers. 

Senator  Metzenbaum.  I  must  confess  that  it  concerns  me  be- 
cause those  who  would  normally  be  heard  from  aren't  being  heard 
from,  and  you  get  the  feeling  that  there  is  some  fear  psychosis  out 
there  that  they  don't  want  to  step  on  anybody's  toes.  I  don't  have 
any  proof  of  that. 

Mr.  Hatfield.  I  should  say  that  I  have  not  talked  to  any  of  my 
clients  regarding  my  testimony  here  today. 

Senator  Metzenbaum.  Mr.  Hatfield,  my  impression  from  your 
testimony  is  that  you  believe  the  kind  of  competition  most  likely  to 
develop  as  a  result  of  the  merger  will  be  on  the  margins  of  tele- 
phone and  video  services  rather  than  head-to-head  competition  for 
the  core  telephone  and  cable  services  that  most  consumers  use.  Is 
that  your  position,  and  if  so,  why  do  you  believe  the  merger  won't 
yield  more  robust  competition? 

Mr.  Hatfield.  Yes,  I  believe  that  that  is  a  likely  outcome.  There 
will  be  some  sparring,  maybe,  at  the  edges  of  the  market,  but  the 
competition  won't  be  head-on  and  direct  into  the  basic  core  busi- 
nesses, and  the  reason  that  I  say  that  is  that  these  companies — 
Mr.  Huber  said  these  are  just  local  operations,  but  telephone  net- 
works by  their  very  nature  require  coordination.  In  other  words, 
these  companies  must  work  together  to  make  sure  that  we  have  a 
seamless  network  that  a  call  can  go  across  the  country.  So  by  their 
very  nature,  they  are  working  together  every  day. 

Second,  all  these  companies  share  in  the  ownership  of  cellular. 
Each  of  the  local  telephone  companies  was  awarded  a  wire  line  cel- 
lular license,  so  there  again  they  have  a  natural  coordination  or  a 
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natural  function  together  there.  Of  course,  remembering  my  days 
from  here  in  Washington  many  years  ago,  they  always  seem  to 
lobby  in  a  very  unified  sort  of  fashion.  So  I  don't  see  this  sort  of 
separation  of  entities  here.  I  see  something  that  is  much  closer 
and,  as  I  indicated  in  my  testimony,  my  fear  is  that  this  potential 
competitor  will  fall  into  the  hands  of  an  industry  that,  as  I  said  be- 
fore, has  had  a  history  of  trying  to  preclude  competition  and  main- 
tain their  monopoly. 

Senator  Metzenbaum.  My  greatest  concern  about  this  deal  really 
relates  to  the  fact  that — well,  I  guess  it  is  reinforced  when  I  hear 
a  communications  expert  like  you  who  seems  so  committed  to  full 
competition  in  all  communications  markets  expressing  disappoint- 
ment about  the  Bell  Atlantic  merger. 

Do  you  believe  that  if  this  merger  were  not  completed,  it  is  likely 
that  cable  and  telephone  companies  would  compete  more  aggres- 
sively, and  most  importantly  from  my  perspective,  would  these 
companies  be  more  inclined  to  challenge  each  other's  popular  core 
cable  TV  and  telephone  services? 

Mr.  Hatfield.  Yes,  I  believe,  on  balance,  that  the  likelihood  of 
competition  would  be  more  likely  under  the  conditions  where  the 
merger  did  not  take  place.  But  more  fundamentally  than  that,  I 
think  what  I  am  tr3dng  to  say  is  that  the  issues  are  so  important 
here  that,  you  know,  I  could  be  wrong,  but  what  we  need  to  do  so 
clearly  is  to  look  at  it  very,  very,  very  carefully. 

Senator  Metzenbaum.  Mr.  Arquit,  as  you  know,  the  cable  legis- 
lation that  we  enacted  last  year  was  designed  to  cure  anticompeti- 
tive abuses  of  the  cable  industry's  market  power.  However,  those 
rules,  which  will  be  administered  by  the  FCC,  have  not  been  test- 
ed. I  know  that  some  antitrust  authorities  will  claim  the  FCC's 
power  to  regulate  the  cable  industry  reduces  the  need  for  close 
antitrust  scrutiny.  I,  frankly,  do  not  share  that  view. 

However,  do  you  believe  the  antitrust  authorities  can  or  should 
rely  on  an  untested  regulatory  regime  to  prevent  consumers  from 
being  exploited  by  new  telephone  and  cable  conglomerates? 

Mr.  Arquit.  I  guess.  Senator,  asking  someone  like  myself  who 
served  in  the  Reagan  administration  to  talk  about  the  problems 
with  regulation  is  like  putting  red  meat  in  front  of  a  hungry  dog. 
You  know,  I  think  regulation  does  leave  a  lot  to  be  desired  and  all 
regulation  can  ever  really  do  is  to  approximate  the  results  of  vigor- 
ous competition.  Very  often,  it  is  a  very  poor  surrogate  and  what 
you  find  yourself  in,  instead,  is  the  land  of  unintended  con- 
sequences, and  also  regulatory  evasion. 

I  don't  claim  to  be  an  expert  on  what  has  happened  with  the 
1992  cable  bill,  but  there  is  certainly  a  vociferous  and  identifiable 
crowd  of  consumers  out  there  whose  cable  bills  went  up.  I  suspect 
that  was  not  the  result  intended  by  Congress  when  it  passed  the 
legislation. 

As  far  as  regulatory  evasion,  there  are,  as  I  understand  it,  provi- 
sions in  that  statute  which  prevent  discriminatory  pricing,  except 
when  there  are  differences  in  cost.  Well,  when  you  have  got  some- 
one owning  all  the  inputs  that  form  the  basis  of  cost,  it  seems  to 
me  there  are  all  kinds  of  opportunities  to  free-wheel  in  terms  of 
what  is  meant  by  cost,  allocation  of  overhead,  and  other  things  that 
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are  somewhat  intangible,  and  therefore  an  ability  to  affect  the 
price. 

I  raise  these  things  just  to  make  the  point  that  I  don't  think  reg- 
ulation is  a  panacea,  and  certainly  not  a  substitute  for  antitrust 
enforcement. 

Senator  Metzenbaum.  I  might  say  to  you  on  the  cable  bill  that 
we  passed,  frankly,  I  think  Congress  has  an  obligation  to  revisit 
that  issue.  I  don't  think  we  did  the  kind  of  job  we  should  have 
done,  and  I  expect  to  talk  to  some  other  Members  of  Congress 
about  doing  just  that. 

In  the  last  12  years,  the  antitrust  agencies  have  brought  vir- 
tually no  challenges  against  mergers  that  threatened  to  eliminate 
a  potential  competitor.  However,  while  you  were  at  the  FTC,  that 
agency  brought  three  such  cases.  Two  of  them  were  against  drug 
company  monopolists  that  were  each  other's  most  likely  competi- 
tors for  a  particular  kind  of  pharmaceutical  product.  At  the  time 
the  FTC  challenge  was  brought,  neither  of  those  companies  had  in- 
vaded each  other's  markets,  although  they  were  clearly  planning  to 
do  so.  What  kind  of  anticompetitive  effects  was  the  FTC  concerned 
about  when  it  moved  to  block  those  mergers? 

Mr.  Arquit.  The  issue  in  any  potential  competition  case  is 
whether  or  not  there  would  have  been  competition  from  someone 
who  would  have  engaged  in  freestanding  entry,  someone  who  no 
longer  does  that  because  they  merge  instead.  The  problem  with 
these  kinds  of  cases  always  has  been,  whether  it  is  in  the  pharma- 
ceutical industry  or  other  places,  finding  proof  that,  in  fact,  they 
had  the  capability  and  the  intention  to  enter. 

In  those  cases,  one  involving  the  AIDS/HIV  virus,  it  is  a  fact  that 
neither  party  was  yet  a  player  in  the  market  concerned.  However, 
they  were  both  seen  to  be  the  furthest  along  in  terms  of  research 
and  development  and  other  types  of  investment  that  were  nec- 
essary to  enter  the  market,  so  the  case  was  brought  and  settled  by 
a  consent  agreement. 

Basically,  what  you  want  to  look  for  is  the  likelihood  that  one  of 
the  merging  parties  would  have  entered  independently  on  its  own, 
that  entry  conditions  are  difficult,  that  the  market  is  concentrated, 
and  that  there  are  not  that  many  other  firms  capable  of  entry. 
Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Arquit. 
Mr.  Huber,  one  of  the  major  dilemmas  we  face  as  lawmakers 
evaluating  significant  mergers  is  whether  we  should  urge  our  anti- 
trust officials  to  engage  in  a  meticulous  review  of  the  potential 
ramifications  of  the  merger  before  it  is  completed  or  just  sit  back 
and  wait  and  see  what  happens  in  the  marketplace. 

I  know  you  don't  agree  with  many  of  my  concerns  about  this 
merger,  but  don't  you  agree  that  if  there  are  significant  problems 
which  can  be  remedied  by  antitrust  review  before  the  fact,  our  soci- 
ety is  better  off"  with  early  intervention  as  opposed  to  experiencing 
anticompetitive  behavior  and  massive,  costly  antitrust  litigation 
down  the  road? 
T^T"  H^TTRFR  Yes 

Senator  Metzenbaum.  Mr.  Huber,  your  testimony  states  that 
cable  and  telephone  networks  "can  and  do  carry  everything."  You 
conclude  by  stating  that  "cable  companies  have  abundant  resources 
and  technical  capabilities  to  compete  against  in-region  telephone 
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companies."  Do  you  agree  that  we  should  do  everything  necessary 
to  promote  competition  between  cable  and  telephone  companies? 

Mr.  HUBER.  Yes,  I  am  a  hundred  percent  in  favor. 

Senator  Metzenbaum.  Thank  you  very  much.  Now,  I  have  some 
questions  here  that  Senator  Thurmond  wanted  asked  and  I  will 
ask  them  on  his  behalf.  I  did  ask  his  staff  to  cut  them  down  so  that 
I  might  leave  here  at  a  reasonable  time. 

Mr.  Hatfield,  do  you  believe  that  all  of  the  efficiencies  and  bene- 
fits asserted  in  defense  of  the  Bell  Atlantic-TCI  merger  would  occur 
just  as  readily  in  the  absence  of  the  merger? 

Mr.  Hatfield.  Yes. 

Senator  Metzenbaum.  The  answer  is  yes? 

Mr.  Hatfield.  I  was  following  the  lead  of  my 

Senator  Metzenbaum.  OK,  fine.  Then  I  want  to  ask  this  question 
on  Senator  Thurmond's  behalf  to  each  of  you.  Would  you  please  ad- 
dress, in  the  long  run,  what  is  the  minimum  optimal  number  of 
telecommunications  competitors  that  you  would  hope  to  see? 

Mr.  HuBER.  I  will  be  happy  to  start  if  nobody  else  wants  to.  I 
would  like  to  see  more  than  one,  for  sure.  Obviously,  it  depends  on 
what  scope  you  are  discussing  this.  At  a  local  level,  I  think  two  is 
a  lot  better  than  one.  I  think  we  will  probably  have  three  or  four 
in  the  delivery  of  video  if  we  get  DBS  and  the  other  oxymoron, 
wireless  cable. 

Obviously,  at  the  programming  level  we  will  have  far  more  than 
that,  and  we  already  do.  Sixty  percent  of  current  viewership  is  not 
owned  by  Mr.  Malone — incidentally,  I  have  never  worked  for  him 
so  far  as  I  know — but  it  is  over-the-air  television  in  which  he  has 
no  interest.  I  have  a  home  satellite  dish  and  I  know  there  are 
about  150  channels  being  uplinked  at  the  moment  to  that  dish,  so 
there  is  a  lot  of  programming  up  there. 

Programming  volume  has  gone  up  steadily  over  the  last  15  years, 
which  is  generally  a  good  sign.  That  rather  suggests  that  Mr.  Ma- 
lone has  not  been  entirely  successful  in  monopolizing  that  market 
yet  anyway.  But  how  many  providers  we  get  depends  in  large  part 
on  exactly  how  you  are  defining  your  market. 

Senator  Metzenbaum.  Again  on  behalf  of  Senator  Thurmond,  do 
any  of  you  have  any  concerns  that  the  antitrust  enforcement  agen- 
cies will  not  adequately  analyze  and  review  these  proposed  trans- 
actions? 

Mr.  HuBER.  To  the  contrary,  I  am  dead  sure  they  are  looking  at 
them  with  great  care. 

Senator  Metzenbaum.  I  will  just  go  back  for  1  minute.  The  other 
two  did  not  answer  that  question,  which  was  would  each  of  you 
please  address,  in  the  long  run,  what  is  the  minimum  optimal 
number  of  telecommunications  competitors  you  would  hope  to  see. 

Mr.  Arquit.  Well,  I  don't  know  that  I  have  that  much  to  add  to 
it.  I  think  in  any  particular  industry  it  varies.  It  depends  on  the 
extent  to  which  there  will  be  an  ability  to  engage  in  coordinated 
interaction  among  the  players  in  an  industry.  When  you  have  an 
industry  where  the  terms  are  such  that  there  is  instant  infonna- 
tion  that  is  conveyed  if  there  is  standardized  product  and  the  like, 
that  suggests  that  coordinated  interaction  is  somewhat  easier,  so 
you  would  require  more  firms  in  such  an  industry  for  competition 
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to  result.  Where  there  are  heterogenous  products,  it  is  the  opposite, 
but  I  can't  give  you  an  absolute  number. 

Mr.  Hatfield.  I  couldn't  give  you  an  absolute  number  either,  but 
obviously  I  have  expressed  a  concern  with  just  a  duopoly.  Because, 
as  I  have  indicated  in  my  full  testimony,  there  are  a  number  of 
other  barriers  that  prevent  additional  competition  in  ordinary  local 
telephone  service,  I  am  concerned  about  whether  we  can  get  beyond 
one,  let  alone  get  to  two. 

Senator  Metzenbaum.  Again,  on  behalf  of  Senator  Thurmond,  do 
any  of  you  have  any  concerns  that  the  antitrust  enforcement  agen- 
cies will  not  adequately  analyze  and  review  these  proposed  trans- 
actions? Mr.  Hatfield? 

Mr.  Hatfield.  Being  outside  of  Washington,  and  so  forth,  I  have 
not  followed  exactly  what  the  new  administration  has  been  doing 
regarding  antitrust  enforcement,  so  I  am  afraid  I  would  have  to  beg 
off  answering  that  question. 

Senator  Metzenbaum.  Mr.  Arquit? 

Mr.  Arquit.  Well,  as  more  than  a  casual  observer  to  that  scene, 
I  have  no  reason  to  think  that  there  is  any  problem  there.  My  im- 
pression is  that  both  agencies  are  committed  to  vigorous  enforce- 
ment of  the  antitrust  laws. 

Senator  Metzenbaum.  Mr.  Huber? 

Mr.  Huber.  Mr.  Chairman,  if  I  may  paraphrase  somebody  or 
other,  I  know  Anne  Bingaman;  Anne  Bingaman  is  my  friend.  I 
think  you  should  rest  easy.  There  are  many  other  important  mat- 
ters. She  is  going  to  give  a  very  close  to  these  transactions. 

Senator  Metzenbaum.  Does  that  mean  that  you  know  Anne 
Bingaman  and  you're  no  Anne  Bingaman?  [Laughter.] 

Mr.  Huber.  That,  too.  Senator,  I  confess. 

Senator  Metzenbaum.  Again  on  behalf  of  Senator  Thurmond,  do 
any  of  you  have  comments  on  the  assertion  that  TCI  can  make  or 
break  cable  programming  with  its  20-percent  market  share  because 
of  the  large  market  share  necessary  for  a  program  to  be  successful? 
Does  this  amount  of  market  necessary  for  the  success  of  a  program 
depend  on  the  cost  of  that  program?  Do  any  of  you  care  to  answer 
that? 

Mr.  Huber.  I  would  be  delighted  to.  We  do  know  that  60  percent 
of  the  viewership  in  this  country  is  watching  programs  that  are 
created  or  distributed  initially  by  the  over-the-air  broadcasters. 
Under  the  must-carry  rules,  those  get  on  to  the  cable  systems. 
They  get  on  for  free;  there  is  no  transport  cost.  So  we  do  have  a 
large  chunk  of  this  market  that  is  pretty  well  insulated. 

Second,  one  should  note  that  TCI  is  getting  smaller  in  this  trans- 
action. With  all  of  those  overlaps,  they  are  losing  a  base  of  1  mil- 
lion, so  whatever  problems  may  exist  from  TCI  alone  are  going  to 
be  reduced.  If  you  want  to  add  in  all  the  telephone  industry,  which 
is  a  fair  enough  addition  given  the  convergence  of  these  tech- 
nologies, then,  of  course,  you  have  to  add  in  all  the  other  telephone 
companies,  too.  Any  way  you  slice  it,  I  think  monopsony  power  of 
the  traditional  cable  carriers  and  TCI,  in  particular,  is  declining, 
not  increasing. 

Senator  Metzenbaum.  Mr.  Arquit? 

Mr.  Arquit.  I  presume  that  is  the  question  that  legions  of  Gov- 
ernment antitrust  lawyers  will  be  investigating  over  the  next  few 
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weeks  or  months,  and  I  don't  claim  to  have  the  clairvoyant  powers 
to  come  up  with  a  conclusion  before  they  reach  their  result.  I  don't 
want  to  make  a  factual  assessment.  I  don't  have  the  basis  for  doing 
it. 

Senator  Metzenbaum.  Mr.  Hatfield? 

Mr.  Hatfield.  I  would  say  that  I  don't  consider  myself  to  have 
expertise  in  the  programming  side  of  the  business  to  be  able  to 
offer  an  informed  opinion. 

Senator  Metzenbaum.  The  Chair  has  had  somebody  waiting  in 
his  office  for  about  45  minutes.  I  am  going  to  have  to  leave,  but 
I  am  leaving  you  in  very  good  hands.  Senator  Specter  is  with  us 
and,  Senator  Specter,  if  you  would  be  good  enough  to  ask  such 
questions  as  you  have  and  then — just  a  second,  please. 

We  have  received  a  number  of  letters  from  regulators,  consum- 
ers, and  broadcasters  that  we  will  put  in  the  hearing  record. 


[The  letters  referred  to  follow:] 


Public  Utilities  Commission, 

State  of  California, 
San  Francisco,  CA,  October  25,  1993. 


The  Honorable  Howard  M.  Metzenbaum, 
U.S.  Senate,  Washington,  DC. 

Dear  Senator  Metzenbaum:  I  am  writing  to  you  in  connection  with  the  hearings 
you  have  schedxiled  before  the  Senate  Antitrust  Subcommittee  to  explore  the  impli- 
cations for  consumers  of  the  proposed  merger  of  Tele-Communications,  Inc.  (TCI) 
and  Bell  Atlantic.  In  announcing  the  hearings,  you  warned  that  this  megamerger 
could  have  a  chilUng  effect  on  competition  in  both  the  cable  and  telephone  indus- 
tries and  could  artificially  inflate  prices.  There  are  issues  which  are  of  significant 
importance  not  only  to  consumers,  but  also  to  state  regulators,  such  as  the  Califor- 
nia PubUc  UtiUties  Commission  which  is  charged  with,  among  other  things,  the  duty 
of  assuring  the  continued  availability  and  affordability  of  nigh  quality  telephone 
service  and  encouraging  the  development  and  deployment  of  new  technologies. 

The  Commission  has  a  long  history  of  supporting  the  development  of  competition 
where  feasible  as  a  way  of  ensvuing  maximvim  consumer  choice  and  rates  most  re- 
flective of  costs.  The  Commission  continues  to  grapple  with  the  introduction  of  com- 
petition into  regulated  markets  which  were  traditional  monopoly  markets  and  which 
retain  bottleneck  elements.  In  addition,  we  struggle  with  the  involvement  of  regu- 
lated utilities  in  both  regulated  and  unre^lated  businesses.  Our  experience  dem- 
onstrates the  great  difficulty  and  complexity  in  balancing  the  various  interests  in- 
volved in  such  transitional  markets.  The  Commission  also  is  heavily  involved  in  ef- 
forts to  develop  the  infi-astructure  in  California  to  position  our  citizens  to  benefit 
from  the  essential  information  superhighway. 

From  the  perspective  of  a  state  pubuc  utility  regulator,  the  announced  merger  of 
TCI  and  Bell  Atlantic,  coupled  with  TCI's  involvement  in  the  acquisition  of  Para- 
mount, raises  extremely  difficult  issues  relating  to  the  ability  of  regulators  to  effec- 
tively regulate  the  combined  entity,  particularly  since  various  parts  of  the  new  en- 
tity are  currently  regulated  by  multiple  federal,  state,  and  local  agencies.  For  exam- 
ple, to  the  extent  the  combined  entity  wiU  have  shared  costs,  how  will  the  proper 
allocation  of  those  costs  between  different  regulated  entities  (cable  vs.  telephone)  as 
weU  as  with  unregulated  entities  (Paramount)  be  determined?  Given  the  vertical 
combination  of  telephone/cable  distribution  systems  with  programming  entities,  how 
will  regulators  effectively  review  the  transactions  between  the  affiliated  entities? 
Important  pubUc  policy  concerns  with  cross-subsidization  and  denials  of  access  to 
"common  carrier"  and  distribution  facilities  are  also  impUcated  in  this  megamerger. 

The  information  superhighway  as  presently  envisioned  is  intended  to  provide  vast 
new  horizons  and  opportunities  to  businesses  and  consumers.  What  will  be  the  ef- 
fect on  that  vision  n  one  company,  whose  interests  include  both  the  highway  and 
what  is  carried  on  the  highway,  is  positioned  to  deny  entry  to  others  on  that  high- 
way? 

The  California  PubUc  Utilities  Commission  has  been  engaged  for  the  past  decade 
in  efforts  to  both  introduce  competition  into  monopoly  utility  markets  and  to  deregu- 
late utiUties  as  the  markets  become  competitive.  This  has  proven  to  be  an  extremely 
complex  effort.  The  TCI/Bell  Atlantic/Paramount  may  create  a  new  form  of  access- 
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controlling  monopoly.  If  that  is  the  case,  our  Commission  may  well  be  called  upon 
to  regulate  this  new  entity  because  of  its  potential  to  deny  consumers  maximum 
choice  and  benefits  from  the  information  superhighway.  At  the  very  time  that  com- 
petition is  emerging  in  many  previously  regulated  monopoly  markets,  regulators 
must  carefully  review  a  merger  of  this  size  and  character  to  assure  that  it  will  not 
eliminate  the  possibility  of  some  forms  of  competition  and  of  consumer  choice  and 
to  ensure  nondiscriminatory  access  to  the  cable/telco  supersystem  that  could  reach 
forty  percent  of  the  homes  in  the  country. 

As  a  member  of  the  California  Public  Utilities  Commission,  these  issues  are  of 
great  concern  to  me.  It  is  crucial  that,  once  the  full  details  of  this  extraordinary 
combination  are  known  to  the  fullest  extent  possible,  these  issues  be  addressed  prior 
to  the  merger  so  that  £irmies  of  lawyers  and  regulators  do  not  spend  decades  pursu- 
ing answers  to  issues  of  access  and  consumer  choice  that  would  not  need  to  be  ad- 
dressed if  confronted  at  this  time. 

Because  of  these  concerns,  I  welcome  your  Committee's  careful  and  thorough  de- 
liberation of  these  issues.  Given  TCI's  interests  in  California,  which  include  both 
cable  systems  and  telephone  utilities,  I  intend  to  explore  with  our  staff  at  the  Com- 
mission the  appropriate  response  to  this  proposed  merger.  I  note  that  the  Penn- 
sylvania Public  Utility  Commission  has  expressed  similar  concerns  and  has  indi- 
cated its  intention  to  investigate  the  impact  of  this  combination  on  ratepayers  and 
consumers. 

Sincerely, 

(Signed)    Patricia  Eckert 
(Typed)    Patricia  M.  Eckert, 

Commissioner. 


National  Association  of  Broadcasters, 

Washington,  DC,  October  26,  1993. 

The  Honorable  Howard  Metzenbaum, 

Chairman,  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights, 

Hart  Senate  Office  Building,  Washington,  DC. 

Dear  Mr.  Chairman:  On  behalf  of  the  National  Association  of  Broadcasters,  I 
want  to  applaud  your  decision  to  hold  a  hearing  on  the  proposed  merger  between 
Bell  Atlantic  and  TCI  in  the  Senate  Antitrust,  Monopolies  and  Business  Rights  Sub- 
committee. A  number  of  bills  are  pending  in  Congress  that  would  establish  much- 
needed  federal  policies  to  regulate  operations  by  telephone  companies  and  other 
competitors  in  the  modem  telecommunications  era.  Until  Congress  acts  definitively, 
however,  a  merger  of  this  magnitude  clearly  requires  stringent  oversight  by  Con- 
gress and  other  appropriate  government  agencies  to  protect  the  interests  of  the  con- 
sumers and  businesses. 

I  understand  that  you  may  schedule  additional  hearings  on  this  proposed  merger. 
I  strongly  encourage  you  to  do  so,  and  I  hope  that  the  perspectives  of  the  broadcast- 
ing industry  can  be  presented  at  that  time.  Clearly,  the  interests  of  our  industry 
and  the  public  we  serve  could  be  irrevocably  harmed  by  a  $30  bilUon-plus  merger 
between  the  nation's  largest  cable  company  and  a  regional  Bell  operating  company, 
which  together  would  control  information  delivery  to  approximately  one  quarter  of 
the  nation's  homes. 

Let  me  state  for  the  record  that  NAB  is  not  opposed  to  the  entry  of  telephone  com- 
panies into  the  provision  of  video  services.  NAB  recently  revised  its  formal  Board 
policy  statement  on  these  matters  to  make  our  position  clear — we  support  "telco 
entry"  into  video  services,  so  long  as  this  entry  promotes  competition  in  the  local 
marketplace.  We  strongly  oppose  any  telco  entry  into  video  services  that  reduces 
competition  or  that  results  in  the  substitution  of  one  monopoly  for  another.  For  ex- 
ample, telephone  companies  should  not  be  permitted  to  buy  out  or  obtain  control 
of  existing  cable  television  systems  within  their  service  area. 

NAB  urges  your  Subcommittee  to  view  this  proposed  merger  in  light  of  its  poten- 
tial effects  upon  competition.  I  hope  that  you  will  explore  in  detail  with  the  wit- 
nesses at  this  first  hearing  many  of  the  troubling  questions  it  raises,  including  the 
following: 

•  What  will  happen  to  the  cable  systems  in  which  TCI  has  an  attributable  owner- 
ship interest  tnat  are  located  within  Bell  Atlantic's  service  area?  Will  Bell  At- 
lantic/TCI be  permitted  to  retain  these  systems,  thereby  combining  two  large 
monopolies  into  an  even  larger  monopoly?  If  these  systems  are  divested,  will 
tiiey  be  sold  to  true  third  parties,  or  to  those  in  which  Bell  Atlantic/TCI  main- 
tains an  ownership  interest  or  other  relationship? 
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•  Will  potential  competitors  have  the  ability  to  gain  non-discriminatory  access  to 
Bell  Atlantic/rCI  networks  or  other  facilities?  Will  Bell  Atlantic/TCI  be  per- 
mitted to  become  a  super  gatekeeper  to  the  homes  and  businesses  in  its  region? 

•  What  will  be  the  impact  of  the  proposed  merger  on  programming  availability 
and  pricing?  Will  Bell  AtlanticAVCI  be  able  to  acquire  exclusive  rights  to  the 
most  popular  programs  and  services  in  its  region,  or  to  bid  up  the  price  of  such 
programs  and  services  to  the  point  that  they  effectively  are  denied  to  potential 
competitors?  Altemativelv,  will  Bell  Atlantic  be  able  to  exercise  monopsony 
powers  to  demand  unfairly  low  prices  or  favorable  terms  from  those  who  seek 
to  sell  programming  or  services  within  its  market  area? 

•  Who  will  pay  the  costs  of  upgrading  Bell  Atlantic/TCI  facilities  to  transmit 
video  and  other  broadband  forms  of  information?  Will  Bell  Atlantic/TCI  be  able 
to  cross-subsidize  its  video  operations  through  its  telephone  services  ratepayers? 

Until  these  and  other  issues  are  resolved  to  the  satisfaction  of  your  Subcommittee, 
I  strongly  urge  you  to  take  all  appropriate  steps  to  delay  the  consummation  of  this 
merger. 

Again,  let  me  express  our  thanks  for  the  rapid  response  of  your  Subcommittee  to 
these  fast-moving  events.  I  appreciate  your  consideration  of  our  views  and  concerns. 
Please  do  not  hesitate  to  contact  me  if  I  can  be  of  assistance  to  you  in  this  important 
issue. 

Warmest  regards, 

(Signed)    Edward  O.  Fritts. 


Consumer  Federation  of  America, 
Center  for  Study  of  Responsive  Law, 

October  26,  1993. 

The  Honorable  HOWARD  Metzenbaum, 

Chairman,  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights, 

Senate  Judiciary  Committee,  Washington,  DC. 

Dear  Senator  Metzenbaum:  The  parties  listed  below  write  to  voice  our  serious 
concerns  about  the  increasing  concentration  of  the  telecommunications  industry, 
typified  by  the  recent  announcement  that  Bell  Atlantic  seeks  to  purchase  Tele-com- 
munications, Inc.  In  addition  to  this  most  recent  megamerger  announcement,  major 
concerns  are  also  raised  by  the  bidding  war  which  has  developed  for  Paramount,  the 
merger  of  the  two  major  shopping  channels  and  other  rumored  telco-cable  deals. 

The  Bell  Atlantic  deal — and  ofliers  like  it — raise  the  most  troubling  anti-trust  is- 
sues this  nation  has  faced  since  the  creation  of  the  Standard  Oil  trust.  It  is  not  just 
that  ftxlly  one  in  four  U.S.  households  will  be  dependent  on  this  one  company  for 
TV  programming,  telephone  service,  or  both.  Even  more  ominously,  the  acquisition 
of  TCI  constitutes  an  unprecedented  move  towards  vertical  integration,  the  common 
ownership  of  both  information  and  the  means  of  distribution.  TCI  has  already 
parlayed  its  control  of  almost  one  quarter  of  the  nation's  cable  TV  hookups  to  obtain 
ownership  interests  in  most  of  the  major  cable  networks,  including  CNN,  TNT,  The 
Discovery  Channel,  Court  TV,  Encore  and  many  regional  sports  channels.  If  TCI's 
entry  in  the  Paramount  bidding  war  should  succeed,  Bell  Atlantic  would  be  adding 
programming  from  the  USA  Network  and  the  all-important  Paramount  film  and  tel- 
evision library  to  this  already  imposing  stockpile. 

We  cannot  imagine  a  more  arrogant  challenge  to  Congress  than  this  new  effort 
to  merge  content  and  conduit,  coming  as  it  does,  almost  exactly  a  year  to  the  day 
after  Congress  attempted  to  restrain  such  abuses  in  the  cable  industry  by  enacting 
the  1992  Cable  Act.  The  promise  of  the  information  age  has  been  that  an  infinite 
number  of  separate  editorial  voices  could  have  equal  access  to  the  means  of  comrnu- 
nication,  but  this  merger  threatens  to  give  a  company  the  power  to  block  those  with 
viewpoints  which  are  not  congenial.  Unless  Congress  takes  affirmative  steps  to 
block,  or  at  the  very  least,  to  require  substantial  refinements,  we  can  expect  a  stam- 
pede of  similar  anti-competitive  telco-cable  deals. 

Concentration  in  the  telecommunications  marketplace  has  constitutional  as  well 
as  economic  consequences.  The  issue  of  who  will  own  and  control  access  to  the  infor- 
mation superhighway  of  the  next  decade  will  literally  determine  the  future  of  de- 
mocracy. This  technology  can  empower  and  unite  Americans,  but  if  it  is  abused,  it 
quite  literally  threatens  to  divide  us  into  information  "haves"  and  "have  nots." 

Control  of  the  infrastructure  also  brings  with  it  the  abihty  to  set  rates.  Unless 
government  steps  in,  the  American  public  will  be  gouged  twice  as  a  precondition  to 
accessing  the  information  superhighway.  First,  through  cross-subsidization,  local 
ratepayer  dollars  of  Bell  Atlantic  (and  other  RBOC's  that  get  involved)  are  used  to 
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finance  the  purchase  of  competing  distribution  systems  and  to  finance  the  company's 
foray  into  new  ventures. 

Second,  instead  of  receiving  the  benefits  of  the  information  superhighway  after 
the  forced  investments  are  made,  ratepayers  will  be  forced  to  pay  for  access  at  rates 
set  bv  the  monopoly  company.  History  shows  us  that  the  rates  charged  by  the  mo- 
nopolist will  not  be  at  competitive  levels.  Customers  of  both  Bell  Atlantic  and  TCI 
can  expect  to  see  their  bills  continue  to  go  up. 

Unless  oxir  information  superhighway  includes  common  carrier  obligations,  includ- 
ing open  platform  architectvu-e,  there  is  no  way  to  guarantee  that  both  users  and 
unaffiUated  producers  of  information  will  have  access  to  the  networks.  Universal 
availabiUty  is  meaningless  for  many  consumers  and  producers  if  the  owner  of  the 
wire  has  the  abiUty  and  incentive  to  keep  competing  information  providers  off  of  the 
network.  One  need  only  look  to  the  record  of  abuses  toward  voice  messaging  services 
and  alarm  services  by  the  RBOC's,  and  to  the  artificial  restrictions  on  the  availabil- 
ity of  cable  television  programming  by  TCI  and  other  vertically  integrated  cable 
companies  for  recent  examples  of  these  dangers. 


Rogers  &  Wells, 
New  York,  NY,  November  15,  1993. 

Melinda  R.  Hatton,  Esq., 

U.S.  Senate,  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights, 

Senate  Hart  Building,  Washington,  DC. 

Dear  Mindy:  As  I  told  you  in  our  recent  telephone  conversation,  I  wanted  to  clar- 
ify my  response  to  one  of  Chairman  Metzenbaum's  questions  at  the  outset  of  my 
recent  testimony  on  telecommunications  mergers.  Cnairman  Metzenbaum  asked 
about  clients  that  have  retained  me  or  Rogers  &  Wells  to  represent  them,  and  I  un- 
derstood him  to  be  asking  the  other  panelists  and  me:  (1)  whether  the  time  that 
I  spent  in  preparing  my  testimony  and  appearing  before  the  Subcommittee  on  Anti- 
trust woxild  be  charged  to  a  cUent  of  the  law  firm;  and  (2)  more  broadly,  whether 
at  the  time  of  the  hearing  the  firm  had  been  retained  by  a  client  in  connection  with 
the  mergers  in  the  telecommunications  industry  that  were  the  subject  of  the  Sub- 
committee's hearings.  As  I  stated  at  the  hearing,  my  answer  to  both  those  questions 
is  no.  However,  the  Washington  office  of  Rogers  &  Wells  does  have  a  Regulated  In- 
dustries practice  group  which  represents  telephone  companies  and  utilities  in  regu- 
latory proceedings  bewre  the  Federal  Communications  Commission  and  other  fed- 
eral and  state  agencies,  as  well  as  in  judicial  proceedings.  None  of  these  clients  was 
consulted,  nor  did  any  participate,  in  the  preparation  of  the  testimony. 

I  appreciate  the  opportunity  to  appear  before  the  Subcommittee,  and  I  hope  that 
my  testimony  will  assist  you  in  your  review  of  conglomerate  mergers  in  the  tele- 
communications industry. 

Sincerely 

(Signed)    Kevin  J.  Arquit 

(Typed)    Kevin  J.  Arquit. 


Henry  Geller, 
Communications  Fellow,  The  Markle  Foundation, 

Washington,  DC,  October  26,  1993. 

The  Honorable  Anne  K.  Bingaman, 
Assistant  Attorney  General,  Antitrust  Division, 
Department  of  Justice,  Washington,  DC. 

Dear  Assistant  Attorney  General  Bingaman:  On  September  15,  1993,  the 
CUnton/Gore  Administration  released  its  vision  paper  entitled,  "National  informa- 
tion infrastructure:  An  Agenda  for  Action."  The  Administration  noted  that,  "[a]ll 
Americans  have  a  stake  in  the  construction  of  an  advanced  National  Information  In- 
frastructure (Nil),"  and  that  "[djevelopment  of  the  Nil  can  help  unleash  an  informa- 
tion revolution  that  will  change  forever  the  way  people  live,  work,  and  interact  with 

each  other [.]"  ,  t^  „   *  i     x-    m/-.T 

We  agree,  and  we  beUeve  that  developments  like  the  proposed  Bell  Atlantic- 1  CI 

merger  can  serve  as  catalysts  in  achieving  this  goal. 
The  Agenda  for  Action  outlined  nine  important  principles  and  objectives  that  the 

Administration  will  use  in  developing  specific  Nil  policy  initiatives,  including: 

•  promote  private  sector  investment, 

•  expand  "universad  service", 
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•  promote  technological  innovation  and  new  applications, 

•  promote  seamless,  interactive,  user-driven  operation, 

•  ensure  information  security  and  network  reliability, 

•  improve  management  of  the  radio  frequency  spectrum, 

•  protect  intellectual  property  rights, 

•  intergovernmental  cooperation,  and 

•  provide  access  to  government  information  and  improve  government  procure- 
ment. 

We  are  writing  to  urge  you  to  consider  these  principles  and  objectives  when  re- 
viewing mergers  and  acquisitions  in  the  telecommunications  arena,  including  the 
proposed  Bell  Atlantic-TCI  merger. 

The  proposed  Bell  Atlantic-TCI  merger  has  garnered  significant  attention  and 
public  comment  already.  Congressional  oversight  hearings  have  been  scheduled,  and 
you  have  been  asked  to  scuttle  the  merger  on  antitrust  grounds  by  a  number  of  pub- 
lic interest  advocates  who  argue,  in  essence,  that  big  is  bad. 

We  believe  that  such  an  analysis  is  flawed.  The  critical  issue  is  not  whether  the 
merger  results  in  "bigness"  but  whether,  on  balance,  it  promotes  competition  and 
the  public  interest.  We  think  that  it  clearly  does. 

First,  Bell  Atlantic,  using  the  base  of  the  TCI  systems,  will  be  able  to  provide 
much  needed  competition  to  the  local  exchange  carrier  (LEG)  in  the  six  regions  out- 
side its  own  home  territory.  TCI  is  now  engaged  in  modernizing  its  systems  (largely 
through  conversion  to  fiber  optic)  and  is  interested  in  provision  of  access  and  new 
digital  radio  services  (PCS).  But  clearly,  a  Bell  Atlantic-TCI  company  wiU  be  able 
to  compete  with  the  LEC  much  more  effectively  in  light  of  Bell  Atlantic's  deep  ex- 
pertise in  local  telecommunications  and  the  resources  it  can  bring  to  bear.  Indeed, 
this  development,  along  with  other  activities  by  companies  such  as  US  WEST  and 
Southwestern  Bell,  would  seem  to  indicate  a  pattern  of  Regional  Bell  Holding  com- 
panies making  use  of  cable  television  networks  in  each  other's  territories.  Such 
strong  competition  at  the  local  loop  to  the  entrenched  LEC  is  a  trend  to  be  wel- 
comed, not  blocked. 

The  merger  could  be  the  most  important  step  possible  to  breakup  the  local  ex- 
change "bottleneck."  That  brings  us  to  the  question  of  the  other  large  "bottleneck" 
problem  in  local  telecommunications — cable  television.  In  the  Cable  Television 
Consumer  Protection  and  Competition  Act  of  1992,  Congress  acknowledged  that  rate 
regulation  of  cable  was  a  stopgap — that  what  is  needed,  above  all,  is  effective  com- 
petition. In  entering  into  the  merger  agreement.  Bell  Atlantic  has  pledged  to  con- 
tinue its  leadership  role  in  providing  such  competition.  Specifically,  it  has  stated 
that  it  will  continue  its  common  carriage,  video  dial  tone  efforts,  with  their  gate- 
ways and  open-platforms  available  to  all  providers,  including  the  small,  innovative 
companies.  We  believe  that  this  common  carriage  approach  stands  in  sharp  contrast 
to  the  traditional  cable  model.  It  will  be  a  marked  contribution  to  the  First  Amend- 
ment goal  of  insuring  that  information  can  come  to  the  American  people  from  as 
many  diverse  sources  as  possible. 

In  this  respect,  to  assure  that  Bell  Atlantic  must  go  all-out  within  its  region  to 
provide  such  an  open  platform  and,  equally  important,  to  afford  the  opportunity  of 
all-out  telecommunications  competition  from  the  TCI-owned  cable  systems  within 
that  region,  we  urge  that  there  be  full  divestiture  of  such  systems  rather  than  a 
spin-off  to  "TCI  stockholders.  We  would  hope  that  the  new  owners  would  then  engage 
in  the  same  kind  of  telecommunications  efforts  as  Bell  Atlantic-TCI  will  do  out-of- 
region. 

In  short,  we  perceive  no  detriments  in  proceeding  in  this  fashion.  Rather,  we  per- 
ceive the  opportunity  for  great  gain  to  the  public  interest,  including  the  critical  com- 
petitive aspect.  Should  problems  arise,  we  believe  the  existing  regulatory  structure 
IS  sufficient  to  deal  with  them. 

Finally,  this  merger,  along  with  other  developments  including  those  mentioned 
above,  clearly  calls  for  the  development  of  new  policies  designed  both  to  foster  com- 
petition through  effective  interconnection  and  open  network  architecture  strategies 
and  to  permit  the  incumbents  to  operate  effectively  in  the  changed  environment.  We 
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hope  that  the  Clinton  Administration  takes  the  lead  in  urging  constructive  policies 
upon  the  Congress  in  this  field.  Such  policies  are  vital  in  light  of  the  significant  con- 
tribution telecommunications  can  make  to  increased  productivity  in  the  face  of 
emerging  global  competition  and  to  the  quality  of  life  in  the  information  age. 
Thank  you  for  your  attention  to  our  concerns. 
Sincerely, 

(Signed)    Henry  Geller 
(Typed)    Henry  Geller, 
Communications  Fellow,  The  Markle 
Foundation. 

(Signed)  Barbara  O'Connor 
(Typed)  Barbara  O'Connor, 
Chairperson,  Alliance  for  Public 
Technology,  Professor  of  Commu- 
nications and  Director  of  the  Insti- 
tute for  the  Study  of  Politics  and 
Media,  California  State  University, 
Sacramento. 

(Signed)    Henry  Rivera 
(Typed)    Henry  Rivera, 
Ginsburg,  Feldman  &  Bress. 

(Signed)    Andrew  P.  Miller 
(Typed)    Andrew  P.  Miller, 
Dickstein,  Shapiro  &  Morin. 
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Senator  Metzenbaum.  We  will  also  conduct  additional  hearings 
in  the  future  on  these  important  proposed  mergers.  As  I  indicated 
earlier,  we  do  expect  to  hear  from  Mr.  Diller,  Mr.  Malone,  and  Mr. 
Allen. 

Senator  Specter,  if  you  would  be  good  enough  to  carry  on  as  long 
as  you  would  care  to  and  then  conclude  the  hearing. 

Senator  Specter  [presiding].  Thank  you,  Mr.  Chairman. 

Mr.  Hatfield,  I  note  your  statement  at  page  3  that  your  reaction 
is  that  the  consolidation  of  the  large  telephone  companies  and  cable 
companies  will  greatly  diminish  the  prospects  for  future  competi- 
tion in  telecommunications  and  information  services.  The  program, 
as  outlined  earlier  today  by  Mr.  Smith,  was  to  the  effect  that  where 
you  have  TCI  with  telecommunications  cable  networking  in  all  of 
the  areas  of  the  country  where  Bell  Atlantic  doesn't  function  and 
you  have  Bell  Atlantic  in  its  own  six  States  and  the  District  of  Co- 
lumbia, they  will  come  in  and  will  provide  competition  to  existing 
cable  systems. 

I  live  in  Pennsylvania,  in  Philadelphia,  and  there  is  only  one 
cable  company  which  services  my  home  area.  If  you  do  not  have  an 
alternative,  say,  through  the  telephone  company,  what  are  the 
prospects  of  having  someone  provide  cable  to  give  some  competition 
to  the  cable  company  which  now  services  homes  like  mine? 

Mr.  Hatfield.  I  am  not  sure  I  understand  the  thrust  of  your 
question,  but  you  would  benefit  if  an  additional  competitor  came  in 
the  market  to  compete  with  the  existing  cable  company.  My  con- 
cern, though,  is  that  in  most  States,  you  can't  have  the  reverse.  In 
other  words,  if  the  cable  company  wants  to  go  in  to  provide  tele- 
phone service,  quite  often  that  is  prohibited  by  State  law  or  by 
State  regulation. 

So,  if  there  are  economies  of  scope  here,  if  it  is  cheaper  somehow 
to  provide  both  telephone  and  cable  over  the  same  facility,  but  the 
cable  company  can't  provide  telephone,  but  the  telephone  company 
can  provide  cable  services,  then  it  seems  to  me  that  the  outcome 
is  foregone.  I  mean,  it  is  a  foregone  conclusion  what  the  outcome 
would  be. 

Senator  Specter.  Well,  Mr.  Smith  talks  about  having  competi- 
tion in  Chicago,  for  example,  through  the  cable  company;  that  is, 
competition  with  the  telephone  company.  If  the  cable  companies 
were  permitted  by  law  to  provide  competition  with  the  telephone 
companies,  then  would  that  be  a  desirable  competitive  effect? 

Mr.  Hatfield.  Then  I  would  be  much  more  comfortable  if  Con- 
gress would  preempt  the  States'  ability  to  foreclose  the  entry  of  ad- 
ditional telephone  companies.  But  I  have  testified  literally  through- 
out the  United  States,  and  generally  speaking  the  telephone  com- 
panies, despite  what  they  are  saying  here  in  Washington,  still  fight 
local  competition.  Generally  speaking,  local  regulators  are  very 
skeptical  of  the  benefits  of  local  competition.  So  we  don't  get  the 
sort  of  competitive  model  that  we  have  heard  talked  about  today 
because  of  those  barriers,  and  that  is  the  reason  I  would  urge  Con- 
gress to  correct  that. 

Senator  Specter.  Well,  the  local  telephone  companies  obviously 
fight  competition.  That  is  what  would  be  expected,  but  Congress 
does  have  the  authority  to  act  in  the  field  to  preempt  local  regula- 
tion and  to  say  that  there  will  be  competition  between  two  prospec- 
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tive  telephone  companies.  If  Congress  did  act  in  that  way,  would 
you  then  think  that  this  kind  of  a  merger  would  be  in  the  public 
interest? 

Mr.  Hatfield.  Well,  let  me  say  that  I  would  feel  much  more 
comfortable  because  that  would  get  rid  of  a  very  real  barrier  in  my 
mind,  but  I  would  still  be  concerned  that  if  all  the  cable  companies 
end  up  being  owned  by  a  handful  of  telephone  companies,  for  all 
the  reasons  that  I  said  before.  Because  of  the  way  they  have  to  op- 
erate networks,  and  so  forth,  my  fear  is  that  they  still  would  not 
engage  in  head-to-head  competition. 

Senator  Specter.  Well,  in  the  absence  of  a  merger  such  as  the 
one  proposed  between  TCI  and  Bell,  and  in  the  absence  of,  say.  Bell 
Atlantic  being  able  to  provide  cable  services  to  homes  like  mine  in 
Pennsylvania,  do  you  think  it  is  likely  that  some  competitive  cable 
company  will  enter  the  field  and  provide  an  alternative  service  of 
cable  for  situations  like  mine? 

Mr.  Hatfield.  I  am  sorry.  Senator.  I  don't  know  whether  I  am 
losing  my  concentration  here  or  not,  but  the  model  that  I  had  in 
mind  before  I  became,  as  I  expressed  it,  disappointed  was  that  we 
would  have  a  cable  company  with  the  ability  to  provide  telephone 
service  and  a  telephone  company  with  the  ability  to  provide  cable 
service.  My  concern  is  that  that  won't  be  the  reality,  given  these 
mergers. 

Senator  Specter.  Well,  that  can  be  corrected  if  Congress  acts  in 
a  way  which  we  have  already  discussed.  But  as  I  have  read  your 
testimony,  you  are  opposed  to  these  kinds  of  mergers.  My  question 
is,  is  it  likely  that  if  we  do  not  have  somebody  like  Bell  Atlantic 
come  in  to  provide  cable  in  a  city  like  Philadelphia  that  a  second 
cable  company  will  come  and  wire  the  city  and  provide  competition 
for  the  current  cable  carrier? 

Mr.  Hatfield.  As  has  been  mentioned  here,  there  are  opportuni- 
ties for  wireless  cable  at  28  gigahertz,  and  so  forth,  that  are  being 
explored,  and  there  are  DBS,  direct  broadcast  satellite,  systems 
that  are  coming  on  line  very  shortly.  Unfortunately,  of  course, 
those  are  one-way  type  services,  so  they  have  a  limited  ability  to 
be  able  to  compete  in  the  provision,  let's  say,  of  ordinary  telephone 
services.  That  only  solves  part  of  the  problem. 

Senator  Specter.  Let  me  move  to  you,  Mr.  Arquit,  with  a  ques- 
tion concerning  your  evaluation  of  the  testimony  which  was  heard 
earlier  today.  Did  you  hear  Mr.  Redstone  testify? 

Mr.  Arquit.  Yes,  I  did. 

Senator  Specter.  He  made  the  point  that  TCI  now  has  20  per- 
cent of  the  cable  market  and  that,  including  its  partners,  it  goes 
up  to  about  a  third,  or  33  percent,  and  given  Bell  Atlantic,  they 
would  be  able  to  access  50  percent  of  the  houses.  He  then  talks 
about  what  he  alleges  to  be  predatory  practices  by  TCI  and  Dr. 
John  Malone. 

What  is  your  evaluation  of  the  impact  that  TCI  and  Mr.  Malone 
could  have,  the  additional  impact,  if  they  did  have  access  to  addi- 
tional homes  through  the  merger  with  Bell  Telephone  Co.? 

Mr.  Arquit.  Well,  I  think  the  issue  is  one  of  foreclosure.  Again, 
numbers  are  elusive,  but  the  point  would  be  are  enough  homes,  or 
I  guess  it  is  called  eyeballs,  within  the  control  of  one  group  of  cable 
companies,  one  group  of  owners  that  it  is  no  longer  efficient  for 
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independent  operators  to  engage  in  programming,  and  there  are  all 
kinds  of  questions  there. 

How  hard  is  it  for  one  to  enter  the  programming  market?  What 
is  the  minimum  efficient  scale?  What  is  the  amount  of  revenue  that 
one  needs  to  have  in  order  to  justify  the  programming?  The  reve- 
nues presumably  are  based  on  the  number  of  subscribers  that  can 
be  reached,  and  so  obviously  to  the  extent  that  certain  subscribers 
are — and  I  am  taking  his  theory  as  true  here — ^that  certain  sub- 
scribers are  locked  up  with  captive  programming  with  an  inte- 
grated entity,  under  his  argument  they  are  no  longer  available  to 
the  person  who  wants  to  engage  in  independent  programming. 

But  the  question  to  be  asked  is  what  is  the  size  of  minimum  effi- 
cient scale,  and  are  there  enough  noncaptive  or  nonintegrated 
homes  left  or  customers  of  nonintegrated  companies  that  the  reve- 
nues can  be  achieved  to  justify  the  investment. 

Senator  Specter.  When  Mr.  Redstone  testifies  that  the  pervasive 
influence  of  TCI  and  Dr.  John  Malone  creates  a  situation  where 
CNBC  alters  its  planning  to  go  into  news  with  CNN  because  of  the 
kind  of  coercive  conduct  described  by  Mr.  Redstone,  in  your  judg- 
ment, is  the  kind  of  influence  or  control  which  TCI  and  Dr.  Malone 
have  sufficient  to  have  that  kind  of  influence  in  the  market? 

Mr.  Arquit.  I  don't  have  the  factual  basis  to  answer  that  ques- 
tion. Senator.  I  think  that,  again,  what  the  antitrust  laws  are  \vor- 
ried  about  is  competition,  and  the  fact  that  any  one  competitor 
makes  it  or  doesn't  make  it  isn't  necessarily  an  antitrust  violation. 
But  the  question  is,  are  consumers  able  to  receive  the  quality  of 
programming  they  would  get  without  that  conduct.  That  is  the 
question  to  be  asked,  but  I  don't  have  the  answer  here  today. 

Senator  Specter.  Well,  we  do  not  know  what  the  parties  did  and 
we  are  'ooking  for  Dr.  Malone  to  come  in  and  testify  and  to  see 
what  is  happening.  A  concern  that  I  have  or  a  question  in  my  mind 
is  this:  if  someone  has  20  percent  of  the  market  and  has  the  kind 
of  vertical  and  horizontal  integration,  which  TCI  and  its  affiliates 
have,  is  that  sufficient  market  power  to  drive  a  company  like 
CNBC  out  of  the  intended  plan  to  put  an  all-news  format  on  to 
compete  with  CNN,  where  Dr.  Malone  has  a  substantial  interest? 

Mr.  Arquit.  First  of  all,  I  think  the  question  for  Dr.  Malone 
would  be,  in  terms  of  any  of  these  practices,  whether  they  had  a 
legitimate  business  purpose  for  doing  it.  I  think  that  is  a  very  in- 
structive way  to  reach  the  result.  But,  again,  the  answer  to  the 
question  is  it  depends  on  what  the  cost  is  to  engage  in  the  pro- 
gi-amming  of  CNBC  and  can  one  justify  the  investment  in  that  cost, 
knowing  that  a  certain  subscriber  base  is  not  available  to  it  be- 
cause it  is  tied  up  in  the  hands  of  an  integrated  entity,  if  the  accu- 
sations are  true.  It  is  a  comparing  of  that  cost  versus  revenue  and 
asking  whether  a  rational  investment  would  be  made  that  is  the 
relevant  question.  But,  again,  without  having  those  numbers,  I 
can't  give  you  that  answer. 

Senator  Specter.  OK.  Well,  if  you  can't  give  us  the  answer,  per- 
haps you  have  at  least  given  us  the  question  to  ask  Dr.  Malone. 

Mr.  Huber,  a  question  or  two  for  you  and  then  we  will  wrap  up 
the  hearings.  You  say  that  the  matter  ought  to  be  referred  to  the 
Department  of  Justice  and  I  quite  agree  with  you.  The  preliminary 
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contacts  I  have  had  with  Ms.  Anne  Bingaman  suggest  to  me  that 
she  is  a  first-rate  lawyer  and  will  run  a  first-rate  Department. 

You  seem  to  express  confidence  that  the  Department  of  Justice 
has  the  facilities  to  really  dig  into  issues  of  this  sort.  As  I  said  ear- 
lier, I  have  not  been  satisfied  with  the  antitrust  enforcement,  and 
it  is  not  a  matter  of  Democrat  administrations  or  Republican  ad- 
ministrations. These  questions  seem  to  me  to  be  so  complex  and 
there  are  so  many  of  them  that  I  have  my  own  private  doubts. 

You  obviously  have  substantial  knowledge  in  the  field.  Is  it  your 
view  that  there  are  sufficient  personnel  and  resources  within  the 
Antitrust  Division  of  the  Department  of  Justice  to  take  on  the  myr- 
iad of  antitrust  issues  which  that  Department  has  to  confront? 

Mr.  HuBER.  I  guess  I  would  have  to  say  as  compared  to  whom? 
I  have  worked  for  them  in  my  day  and  I  have  also  had  many  occa- 
sions to  suggest  that  they  didn't  dig  as  deeply  as  they  should  or 
move  things  as  quickly  as  they  should.  With  all  that  said,  it  is  the 
best  game  we  have  got  in  town  and  I  think  that  they  will  be  giving 
these  mergers  a  good  look. 

If  I  may.  Senator,  as  to  your  question  about  the  monopsony 
power  of  TCI,  I  do  think  you  have  to  keep  a  careful  focus  on  which 
number  you  should  be  looking  at.  Homes  isn't  what  watches  a  pro- 
gram. You  need  actual  viewers.  Most  homes  don't  watch  CBS  or 
NBC  or  ABC;  each  of  them  only  captures  a  very  small  minority. 
You  can  have  a  viable  video  program  service  with  much,  much  less 
than  80  percent  of  the  homes  in  this  country,  which  is  the  homes 
not  currently  wired  by  TCI.  I  mean,  the  Super  Bowl  doesn't  get 
that  many  of  the  homes.  Certainly,  other  viable  programs  need  a 
much  smaller  fraction  than  that. 

I  mean,  Jane  Fonda  videos  sell  in  video  stores  and  they  don't 
need  John  Malone  to  have  a  market.  Particularly  this  word  "ac- 
cess," you  know,  access  to  50  percent  of  the  homes — access  does  not 
give  market  power.  To  repeat,  Safeway  and  Giant  both  have  access 
to  me.  That  doesn't  give  them  market  power.  What  gives  you  mar- 
ket power  is  exclusive  access,  being  the  only  one  in  town,  and  that 
is  a  very  different  problem. 

Senator  Specter.  Well,  when  Mr.  Redstone  complains  that  if  Mr. 
Malone  cuts  out  his  programming  it  is  going  to  have  a  very  serious 
impact  on  his  business,  this  is  a  hard  question  for  you  to  answer, 
but  let  me  ask  your  own  view  as  to  whether  that  is  a  serious 
charge. 

Mr.  HuBER.  I  think  there  is  no  question  that  if  you  are  a  dis- 
tributor of  programming,  you  want  as  many  people  to  carry  your 
wares  as  possible,  and  I  am  quite  sure  Mr.  Redstone  is  seriously 
concerned  about  local  transport  capacity.  The  fact  of  the  matter  is 
today  we  have  a  lot  more  video  programming  going  up,  120  to  150 
channels,  depending  on  how  you  count  the  marginal  ones,  than 
most  local  cable  carriers  can  carry.  There  is  more  going  up  than 
can  be  distributed  through  that  cable  pipe.  The  pipe  has  been 
growing  year  by  year;  it  has  been  growing  rapidly.  It  is  going  to 
grow  a  lot  faster  the  next  few  years.  I  hope  and  I  believe  that  will 
take  care  of  a  lot  of  Mr.  Redstone's  problem. 

Senator  Specter.  Well,  when  you  say  "compared  to  what,"  you 
are  right.  We  don't  have  sufficient  resources  of  U.S.  assistant  attor- 
neys around  the  country  to  handle  the  drug  cases,  and  the  question 
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is  how  many  you  put  in  the  Justice  Department  to  handle  the  anti- 
trust cases.  As  I  expressed  earlier,  it  is  my  hope  that  having  filed 
a  private  action,  that  is  what  the  private  antitrust  remedies  are  for 
to  provide  an  avenue  of  redress  without  going  to  the  Government 
because  of  their  limited  resources.  Let  the  court  decide  the  case. 

Mr.  HUBER.  And  that  suit  has  been  filed. 

Senator  Specter.  That  suit  has  been  filed.  My  own  assessment 
is  that  they  could  get  a  fairly  prompt  determination  within  the 
course  of  several  weeks  or  several  months  on  an  effort  for  a  tem- 
porary restraining  order  or  a  preliminary  injunction  if  they  have 
the  evidence  for  it.  Would  you  have  any  view  as  to  how  long  that 
would  take? 

Mr.  HUBER.  I  don't  even  know  which 

Senator  Specter.  I  have  read  the  complaint,  or  scanned  the  com- 
plaint. You  haven't  had  a  chance  to  do  that? 

Mr.  HuBER.  Oh,  yes,  I  have  scanned  the  complaint.  I  can't,  off 
the  cuff,  recall  which  docket  they  are  on,  which  jurisdiction. 

Senator  Specter.  Southern  District  of  New  York. 

Mr.  HuBER.  I  wouldn't  be  too  sanguine  about  getting  an  instant 
hearing  there,  but  once  again  I  think  you  have  to  say  compared 
with  what.  I  mean,  that  is  the  traditional  forum  for  a  very  purely 
private  dispute  of  this  kind  and  that  is  where  it  should  be  resolved. 

Senator  Specter.  Well,  thank  you  very  much,  gentlemen,  for 
coming  early  and  staying  late.  We  appreciate  your  testimony. 

[Whereupon,  at  1:40  p.m.,  the  subcommittee  was  adjourned.] 
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U.S.  Senate, 
Subcommittee  on  Antitrust,  Monopolies 

AND  Business  Rights, 
Committee  on  the  Judiciary, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10  a.m.,  in  room 
SD-226,  Dirksen  Senate  Office  Building,  Hon.  Howard  M.  Metzen- 
baum  (chairman  of  the  subcommittee)  presiding. 

Also  present:  Senators  Simon,  Thurmond,  and  Specter. 

OPENING  STATEMENT  OF  HON.  HOWARD  M.  METZENBAUM,  A 
U.S.  SENATOR  FROM  THE  STATE  OF  OHIO 

Senator  Metzenbaum.  The  hearing  will  come  to  order.  This  hear- 
ing has  to  do  with  the  future  of  fair  competition  in  the  tele- 
communications industry.  However,  there  is  a  new  development 
this  morning  that  I  would  like  to  address  myself  to  just  for  a  few 
minutes. 

Many  of  us  saw  in  the  morning  paper  a  reference  to  a  TCI  memo 
that  was  sent  to  its  various  cable  operators,  and  I  think  it  is  impor- 
tant that  we  know  exactly  what  the  memo  said.  It  went  to  all  sys- 
tem managers.  State  managers,  and  division  vice  presidents  from 
Barry  Marshall.  Let  me  read  it: 

As  we  move  into  the  regulatory  environment,  it  is  important  to  remember  some- 
thing vital.  Under  regulation,  we  can't  simply  adjust  our  economics  anymore.  We 
have  to  take  the  revenue  from  the  sources  that  we  can  when  we  can.  To  that  end, 
I  want  to  remind  each  of  you  that  the  transaction  charges  for  upgrades,  downgrades, 
customer  service  calls,  VCR  hook-ups,  etc.,  are  vital  new  revenue  sources  to  us.  We 
estimate  that  by  charging  for  these  functions,  we  can  recover  almost  half  of  what 
we  are  losing  from  rate  adjustments. 

We  have  to  have  discipline.  Such  like  the  install  fee  problem,  we  cannot  be  dis- 
suaded from  these  charges  simply  because  customers  object.  It  will  take  a  while,  but 
they  will  get  used  to  it.  They  pay  it  to  other  service  providers  all  the  time  and  it 
isn't  free  with  the  phone  company.  Please  hang  in  on  this  and  installs  and  we  can 
still  have  a  great  fourth  quarter  when  we  have  our  heaviest  volume.  The  best  news 
of  all  is  we  can  blame  it  on  re-regulation  and  the  government.  Now,  let's  take  ad- 
vantage of  it. 

Well,  I  guess  he  laid  it  on  the  line.  Blame  it  on  reregulation  and 
on  the  Government.  This  Senator  believes  that  we  did  not  do  a  suf- 
ficiently adequate  job  as  far  as  the  cable  bill  was  concerned,  and 
I  am  not  blaming  that  on  anyone  because  I  accept  some  share  of 
that  responsibility,  although  I  was  not  a  major  player.  I  am  deter- 
mined that  we  revisit  this  issue  in  the  early  months  ahead  of  us. 
I  think  that  cable  users  are  getting  short-changed  and  I  think  that 
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cable  operators  in  some  instances  are  trying  to  take  advantage  of 
the  situation. 

Having  said  that,  let  me  proceed  to  the  direct  portion  of  this 
hearing.  This  is  the  subcommittee's  second  hearing  on  the  wave  of 
megamergers  sweeping  the  telecommunications  industry.  Today, 
we  will  examine  one  of  the  most  significant  antitrust  actions  in  the 
last  15  years,  the  FTC  settlement  with  TCI.  It  requires  TCI  and 
John  Malone  to  shed  their  relationship  with  QVC.  We  will  also  look 
closely  at  other  mergers  and  whether  they  will  cause  major  misery 
for  consumers. 

At  our  hearing  in  October,  the  subcommittee  was  warned  by  in- 
dustry captains  and  independent  experts  alike  that  some  tele- 
communications deals  pose  serious  competitive  risks.  We  were  told 
that  consumers  could  be  faced  with  higher  prices  and  fewer  choices 
if  a  handful  of  communications  conglomerates  dominate  the  mar- 
ket. In  addition,  those  deals  could  stem  the  free  flow  of  competing 
ideas  if  a  few  media  moguls  were  allowed  to  dictate  the  content  of 
our  news  programming. 

The  proposed  deals  could  also  jeopardize  future  competition  be- 
tween telephone  and  cable  monopolies.  The  fact  is  that  these  mo- 
nopolists have  been  positioning  themselves  to  compete  against  one 
another  for  years.  This  wave  of  mergers  could  put  an  end  to  any 
hope  of  competition  between  them  and  create  a  cartel  of  tele- 
communications conglomerates. 

These  mergers  could  also  allow  a  handful  of  telecommunication 
giants  to  control  the  programming  that  is  shown  on  cable  TV,  such 
as  HBO,  CNN,  and  Discovery.  TCI  already  controls  the  lion's  share 
of  popular  cable  programming.  Any  further  concentration  of  pro- 
gramming in  TCI's  hands  or  among  its  business  partners  could 
strangle  new  competition  for  cable  programming. 

To  put  it  bluntly,  the  anticompetitive  risks  posed  by  these  new 
conglomerates  should  make  them  unacceptable  to  Congress  and  to 
the  antitrust  agencies.  I  am  pleased,  very  pleased,  that  the  Federal 
Trade  Commission,  the  FTC,  shares  Congress'  skepticism  about 
these  telecommunications  megamergers. 

Yesterday,  the  FTC  voted  to  block  QVC  from  acquiring  Para- 
mount, the  last  independent  movie  studio,  unless  TCI  and  its  soon 
to  be  reacquired  affiliate.  Liberty  Media,  permanently  withdraw 
from  the  deal.  Last  month,  an  intensive  FTC  investigation  led  QVC 
to  break  off  its  merger  talks  with  the  Home  Shopping  Network,  in 
which  TCI  has  a  40-percent  stake.  Last  July,  I  urged  the  FTC  to 
investigate  the  proposed  merger  of  the  only  two  cable  shopping  net- 
works and  who  would  control  them.  I  am  pleased  that  the  FTC 
took  its  job  seriously  and  that  the  deal  folded  under  the  pressure 
of  its  investigation. 

With  respect  to  shopping  networks,  today  what  we  see  on  the 
shopping  networks  are  mostly  advertisements  having  to  do  with 
jewelry  and  some  products  of  that  kind.  This  Senator  firmly  be- 
lieves that  the  future  will  hold  a  much  more  active  competition  on 
the  shopping  networks  for  more  consumer  goods,  not  just  in  the 
jewelry  area  but  in  many  other  areas  as  well,  and  that  is  the  rea- 
son I  think  it  is  particularly  important  that  we  in  government  see 
to  it  that  competition  is  maintained  in  this  area. 
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I  am  frank  to  say  that  the  FTC's  challenge  to  TCI's  acquisition 
of  Paramount  confirms  my  belief  that  there  is  already  too  much 
concentration  in  the  cable  industry.  There  is  no  disputing  that  TCI 
is  the  industry  giant.  It  is  the  monopoly  provider  of  cable  to  25  per- 
cent of  all  television  viewers  and  it  owns  or  controls  more  popular 
cable  programming  than  any  of  its  competitors.  Consequently, 
TCI's  attempt  to  add  Paramount's  movies  and  sports  programming 
to  its  cable  empire  by  teaming  up  with  QVC  should  have  been 
blocked  by  the  FTC. 

I  commend  the  FTC  for  taking  such  swift  and  decisive  action 
against  TCI.  If  the  Government  agencies  charged  with  overseeing 
the  cable  industry  had  shown  similar  resolve  in  the  1980's,  TCI 
might  not  have  been  able  to  gain  such  a  stranglehold  on  this  indus- 
try. 

The  FTC's  challenge  to  TCI  also  demonstrates  that  tough  anti- 
trust review  is  needed  for  every  telecommunications  deal.  We  sim- 
ply can't  rely  on  FCC  or  State  regulation  to  protect  consumers  or 
promote  competition  in  this  industry.  Although  the  FCC  and  the 
State  regulators  have  some  authority,  the  fact  is  they  can't  be  re- 
lied upon  to  protect  the  American  consumer. 

The  FTC's  challenge  to  TCI's  market  power  also  reinforces  my 
fear  that  the  proposed  merger  between  Bell  Atlantic  and  TCI  will 
diminish  rather  than  promote  competition.  If  there  are  competitive 
risks  associated  with  TCI  acquiring  more  programming,  there  must 
be  even  greater  competitive  risks  in  allowing  Bell  Atlantic  to  add 
its  vast  financial  resources  and  monopoly  local  telephone  holdings 
to  TCI's  cable  empire.  It  is  essential  that  this  merger  not  be  ap- 
proved before  the  antitrust  authorities  assure  consumers  that 
more,  not  less,  telephone  and  cable  competition  will  result  from 
this  colossal  combination. 

I  also  expect  the  antitrust  agencies  to  closely  scrutinize  the  new 
deal  that  QVC  has  put  together  for  Paramount.  Frankly,  I  have 
some  concerns  about  BellSouth's  taking  TCI's  place  in  the  bidding 
war  for  Paramount.  As  the  map  to  my  right  shows,  BellSouth's 
partners  in  the  QVC  deal  include  Comcast,  Cox,  and  Newhouse, 
which  own  numerous  cable  systems  in  BellSouth's  territory.  Hav- 
ing those  cable  systems  in  its  own  backyard  could  diminish 
BellSouth's  incentive  to  compete  with  them.  You  have  an  overlap. 
It  is  not  reasonable  to  think  that  two  companies  that  have  merged 
are  suddenly  going  to  be  competing  when  they  both  are  owned  by 
the  same  parent. 

Consumers  are  much  more  likely  to  benefit  if  local  telephone 
companies  are  encouraged  to  compete  instead  of  converge  or  coexist 
with  cable  systems.  To  that  end.  Pacific  Bell's  recent  announcement 
that  it  is  upgrading  its  telephone  system  to  compete  with  the  cable 
systems  in  its  territory  instead  of  simply  buying  a  cable  system 
sets  a  good  model  for  competition  in  this  industry  that  others 
should  follow.  Of  course,  it  is  absolutely  essential  that  ratepayers 
be  protected  from  unwittingly  financing  any  of  these  new  business 
ventures. 

Consumers  repeatedly  have  been  promised  benefits  from  tele- 
communications restructuring.  Few  of  those  benefits  have  ever  ma- 
terialized. In  the  early  1980's,  the  industry  claimed  that  cable  de- 
regulation was  not  a  threat  to  consumers  because  competition  was 
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right  around  the  corner.  No  such  competition  ever  existed  and  as 
a  result  prices  skyrocketed.  This  time,  I  want  to  be  sure  that  con- 
sumers get  the  competition  they  are  being  promised. 

The  representatives  of  major  consumer  organizations  who  will 
appear  this  morning  will  talk  about  the  anticompetitive  dangers  of 
the  pending  mergers  and  how  we  can  avoid  them.  In  addition, 
AT&T  will  testify  this  morning  about  potential  dangers  that  could 
result  from  the  Bell  Atlantic-TCI  merger.  The  subcommittee  will 
also  examine  AT&T's  proposed  merger  with  McCaw  Cellular.  Ques- 
tions have  been  raised  about  whether  it  could  block  the  develop- 
ment of  mobile  communications  or  long-distance  competition.  More- 
over, as  Bell  Atlantic  stated  at  our  last  hearing,  the  AT&T-McCaw 
merger  is  actually  larger  in  size  than  the  comiaination  of  Bell  At- 
lantic and  TCI.  Both  of  these  issues  are  appropriate  for  us  to  exam- 
ine today. 

However,  let  me  state  once  again  that  it  is  not  the  size  of  a  merg- 
er that  determines  whether  it  is  anticompetitive.  Rather,  it  is  the 
market  power  wielded  by  the  parties  to  any  deal.  By  holding  these 
hearings,  we  intend  to  ensure  that  vigorous  antitrust  enforcement 
protects  consumers  from  the  kind  of  excessive  market  power  that 
could  deny  them  the  benefits  of  robust  competition  and  low  prices. 

One  final  note.  The  subcommittee  invited  John  Maione  of  TCI 
and  Barry  Diller  of  QVC  to  testify  at  our  hearing  today.  They  were 
unable  to  be  here,  but  we  have  been  assured  that  they  will  appear 
at  a  future  date  and  we  look  forward  to  having  them  with  us.  I  look 
forward  to  hearing  their  views  on  telecommunications  mergers. 

I  look  forward  particularly  to  hearing  from  my  colleague  from  Il- 
linois, Senator  Simon,  whom  I  am  so  pleased  to  see  with  us  this 
morning. 

OPENING  STATEMENT  OF  HON.  PAUL  SIMON,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  ILLINOIS 

Senator  Simon.  I  thank  you,  Mr.  Chairman.  I  am  not  only  a  jun- 
ior in  terms  of  seniority  on  this  subcommittee,  I  am  very  junior  to 
Senator  Howard  Metzenbaum  in  terms  of 

Senator  Metzenbaum.  Age,  age.  [Laughter.] 

Senator  Simon.  That  is  what  I  was  going  to  say,  but  very  junior 
in  terms  of  knowledge  on  this  issue.  Wliat  I  do  know  is  that  I  want 
to  have  competition  out  here,  and  it  is  important  for  the  FTC  and 
the  Antitrust  Division  of  the  Justice  Department  to  do  that. 

I  instinctively  have  some  fears  about  telephone  companies  get- 
ting into  the  cable  business  for  a  great  variety  of  reasons,  but  there 
are  a  lot  of  other  little  things.  A  New  York  Times  article  points  out 
if  QVC  and  its  bidding  partners  win  the  battle  for  Paramount,  they 
will — and  I  speak  with  some  conflict  of  interest  because  I  write 
books  occasionally,  but  they  will  consolidate  Simon  &  Schuster, 
which  is  now  owned  by  Paramount,  Random  House,  which  is  now 
owned  by  a  bidding  partner.  Advanced  Publications,  and 
McMillian,  which  was  purchased  by  Paramount  last  week. 

I  think  one  of  the  great  strengths  of  America  is  the  proliferation 
of  ideas,  and  publishing  houses  play  a  great  role  in  that  and  if, 
through  this  process  of  consolidation  and  mergers,  we  end  up  with 
fewer  opportunities  for  people  to  express  their  viewpoints,  clearly 
the  Nation  is  diminished  in  the  process. 
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I  look  forward  to  the  hearing,  and  I  am  going  to  have  to  leave 
here  in  about  45  minutes,  but  let  me  just  add  I  appreciate  the  ef- 
fort of  mv  colleague  in  this  field.  Howard  Metzenbaum  has  been  a 
giant  and  a  bulldog,  if  I  can  mix  metaphors  here,  at  the  same  time. 
He  has  done  a  tremendous  job  in  protecting  the  consumer  in  the 
United  States  Senate  and  he  is  going  to  be  missed  when  he  retires 
after  next  year. 

Senator  Metzenbaum.  Thank  you  very  much,  Senator  Simon.  I 
am  very  pleased  that  you  are  with  us  this  morning  and  very  grate- 
ful to  you  for  your  comments. 

Ms.  Mary  Lou  Steptoe,  we  are  particularly  pleased  to  have  you 
with  us  as  the  Acting  Director  of  the  Bureau  of  Competition  of  the 
FTC.  You  have  been  with  us  on  previous  occasions  and  it  is  always 
pleasant  to  have  you  here.  We  look  forward  to  hearing  your  views. 

STATEMENT  OF  MARY  LOU  STEPTOE,  ACTING  DIRECTOR, 
BUREAU  OF  COMPETITION,  FEDERAL  TRADE  COMMISSION 

Ms.  Steptoe.  Thank  you,  sir.  I  am  very  happy  to  be  here  today 
to  discuss  with  you  all  the  Federal  Trade  Commission's  enforce- 
ment activities  with  regard  to  nonhorizontal  and  potential  competi- 
tion mergers.  I  know  what  you  most  want  to  hear  about  is  the  con- 
sent announced  yesterday  with  TCI  which  puts  an  end  to  the  anti- 
trust problems  connected  with  QVC's  proposed  takeover  of  Para- 
mount, which  is  a  nonhorizontal  merger  with  both  vertical  and  po- 
tential competition  aspects. 

But  if  you  will  bear  with  me  for  just  a  few  minutes,  I  think  that 
consent  will  make  more  sense  if  I  put  it  in  the  context  of  the  Fed- 
eral Trade  Commission's  overall  enforcement  program  because  this 
is  not  our  first  experience  with  these  issues,  and  one  of  the  reasons 
we  could  react  to  this  situation  so  quickly  and  be  confident  that  we 
have  achieved  the  correct  resolution  is  because  we  have  this  back- 
ground. 

You  know,  sir,  that  most  of  our  enforcement  work  is  in  the  area 
of  horizontal  mergers.  That  is  mergers  between  direct,  current  com- 
petitors. The  Commission  has  investigated  a  large  number  of  those 
in  all  aspects  of  American  industrial  life  that  affect  consumers, 
from  defense  to  health  care,  and  we  have  struck  a  careful  and  cor- 
rect balance,  I  think,  between  letting  procompetitive  mergers  pro- 
ceed and  challenging  mergers  that  would  raise  prices  or  reduce  out- 
put for  consumers. 

But  the  fact  that  we  have  been  so  busy  on  the  horizontal  side, 
and  I  would  add  quite  successful,  doesn't  mean  that  we  have  ne- 
glected nonhorizontal  theory  or  failed  to  correct  nonhorizontal  prob- 
lems when  we  come  across  them.  Several  of  our  recent  consents 
have  dealt  with  these  and  I  thought  I  would  bring  up  two  by  way 
of  illustrating  the  analysis  that  we  brought  to  the  QVC-Paramount 
matter. 

Just  by  quick  analytical  background,  potential  competition  theory 
assumes  that  a  merger  removes  from  the  market  a  company  that 
was  otherwise  likely  to  enter  independently,  and  this  can  have  two 
bad  effects.  First,  if  firms  already  in  the  market  were  behaving 
competitively  as  a  way  of  discouraging  that  entry,  that  constraint 
is  removed  and  they  no  longer  have  to  act  competitively.  Second, 
if  the  potential  entrant  actually  would  have  come  in  on  its  own  ab- 
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sent  the  merger,  well,  then  the  merger  means  that  the  market  is 
less  one  competitor  than  it  otherwise  was  going  to  have. 

We  reached  a  consent  agreement  a  few  years  ago  with  Roche- 
Genentech  that  is  a  good  example  of  the  Commission  working  to 
preserve  potential  competition  for  consumers.  We  took  corrective 
action  in  three  pharmaceutical  markets.  In  one,  Roche  had  an  es- 
tablished product,  but  Genentech  was  closing  in  fast  with  a  pat- 
ented but  not  yet  commercial  alternative.  In  the  second  market,  the 
situation  was  just  the  opposite.  Genentech  had  a  commercial  prod- 
uct, but  Roche  was  conducting  advanced  clinical  trials  for  a  com- 
petitive drug. 

In  each  case,  what  the  Commission  did  was  require  divestiture, 
which  has  since  taken  place,  of  one  of  the  two  paired  products,  so 
that  instead  of  the  market  going  down  to  one  competitor  in  the  fu- 
ture, there  are  going  to  be  two.  In  the  third  market,  which  was 
CD4  therapeutics  for  the  treatment  of  AIDS,  a  very  iinpoitant 
issue,  the  Commission's  focus  was  even  more  on  competition  in  the 
development  of  new  and  innovative  products  that  could  benefit  con- 
sumers. Neither  Roche  nor  Genentech  had  at  the  time  of  our  con- 
sent a  commercial  product,  but  both  were  well  along  in  the  re- 
search and  development  stages  and  very  likely  to  have  something 
to  bring  to  the  market  in  the  foreseeable  future.  The  consent  here 
preserves  that  future  competition  by  requiring  Roche  to  grant 
nonexclusive  licenses  of  its  CD4  patent  portfolio  to  anybody  who 
wants  it. 

We  also  deal  with  vertical  issues,  and  potential  competition 
arises  in  the  vertical  context,  too,  because  obviously  a  firm  that  is 
up  or  downstream  in  the  production  and  distribution  chain  is  very 
likely  to  be  a  potential  competitor.  It  is  very  likely  to  take  as  its 
logical  move  to  move  down  into  distribution  or  up  into  production. 
When  a  vertical  acquisition  makes  it  harder  for  a  potential  com- 
petitor to  enter  on  any  level  of  that  production  or  distribution 
chain,  we  would  have  great  concerns. 

For  example,  a  few  years  back  ARCO  proposed  to  buy  certain 
chemical  businesses  of  one  major  customer.  Union  Carbide,  and  we 
were  worried  there  that  ARCO's  capture  of  such  a  large  amount  of 
the  demand  market  would  make  it  unattractive  or  virtually  impos- 
sible for  any  company  to  enter  upstream  and  offer  competition  to 
ARCO.  So  the  consent  degree  there  that  the  Commission  entered 
into  freed  up  demand  and  upstream  entry  has  actually  occurred. 
Again,  there  is  more  competition  than  there  was  had  we  let  the 
merger  go  through. 

So,  with  all  that  in  mind,  let  me  turn  now  to  QVC-Paramount. 
The  concern  here  is  not  with  QVC,  a  programming  network,  as 
such.  Our  concern,  is  with  the  entity  that  controls  QVC,  TCI,  the 
Nation's  largest  cable  company.  TCI  already  owns  many  popular 
cable  television  programming  networks,  and  among  them  premium 
movie  channels.  Our  complaint  charges  that  the  vertical  acquisition 
of  Paramount  by,  in  effect,  TCI  would  lessen  competition  in  two 
markets — television  premium  movie  channels  and  distribution  of 
television  programming  to  consumers. 

The  way  it  works  is  this:  the  acquisition  of  a  major  movie  com- 
pany by  the  owner  of  a  premium  movie  channel  that  already  has 
access  to  a  subst£intial  portion  of  quality  movies  would  reduce  the 
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products  available  to  competing  movie  channels.  Without  the  op- 
portunity to  buy  those  movies,  other  movie  channels  may  not  have 
sufficient  offerings  to  compete  for  viewers  and  will  simply  go  out 
of  business. 

Now,  once  that  happens,  the  remaining  movie  channels  are  likely 
to  do  one  or  both  of  two  things,  neither  of  which  is  good  for  con- 
sumers. First,  they  will  be  able  to  charge  higher  prices  or  offer 
fewer  movies  because  they  face  less  competition.  Second,  they  can 
pay  studios  less  for  the  rights  to  movies.  The  studio,  in  turn,  will 
have  less  capital  to  invest  in  future  movies,  and  once  again  you  see 
the  reduction  in  the  number  and  quality  of  output  of  movies  and 
consumers  are  once  again  cheated  of  the  benefits  of  full  competi- 
tion. 

The  second  allegation  that  the  consent  settles  involves  the  whole 
spectrum  of  cable  programming.  As  you  yourself  mentioned.  Sen- 
ator Metzenbaum,  we  are  on  the  verge  of  technological  break- 
throughs to  provide  a  variety  of  new  opportunities  for  bringing  pro- 
gramming into  the  house,  and  you  mentioned  potential  competitors 
in  wireless  cable  systems,  the  telephone  companies,  direct  broad- 
cast satellite  systems,  and  probably  several  others. 

In  order  for  these  potential  competitors  to  compete  with  the  cable 
companies,  they  are  going  to  need  not  only  a  method  of  bringing 
programming  into  your  house,  but  also  programming  to  bring.  If 
significant  types  and  amounts  of  programming  are  locked  exclu- 
sively into  TCI's  system,  it  could  frustrate  or  delay  entry  by  these 
alternative  technologies.  They  will  have  to  enter  two  markets  at 
once,  and  that  is  programming  and  the  delivery  system,  and  that 
is  going  to  take  time.  It  is  going  to  be  expensive  and  it  is  going  to 
cut  into  their  ability  to  compete. 

Our  proposed  consent  eliminates  these  concerns  by  severing  the 
links  between  TCI  and  QVC  so  that  Paramount's  ultimate  owner, 
whoever  else  it  may  be,  will  not  be  the  Nation's  largest  cable  opera- 
tor. 

I  am  happy  to  answer  any  questions  you  may  have  about  the  de- 
tails of  the  consent  or  anything  else  in  this  area  that  I  can.  Thank 
you,  sir. 

[The  prepared  statement  of  Ms.  Steptoe  follows:] 

Prepared  Statement  of  Mary  Lou  Steptoe,  Acting  Director,  Bureau  of 
Competition,  Federal  Trade  Commission 

Mr.  Chairman  and  members  of  the  Committee:  I  am  pleased  to  appear  before  you 
today  to  present  the  testimony  of  the  Federal  Trade  Commission  concerning  its 
merger  enforcement  activities  in  the  area  of  non-horizontal  mergers,  including  con- 
glomerate and  vertical  mergers,  i  The  Commission  is  aware  that  a  number  of  verti- 
cal or  otherwise  non-horizontal  mergers — that  is,  mergers  involving  firms  that  may 
not  be  direct  competitors — have  been  announced  recently.  The  Committee  has  asked 
the  Commission  to  discuss  in  particular  its  enforcement  activities  in  two  areas:  com- 
munications and  related  industries,  and  potential  competition  mergers.  The  Com- 
mission is  happy  to  do  so,  to  the  extent  it  is  able  within  its  constraints  regarding 
the  non-disclosure  of  non-public  information.  Thus,  although  the  Commission  cannot 
discuss  specific  transactions  except  to  the  extent  that  information  regarding  Com- 
mission actions  has  been  made  public,  the  Commission  is  pleased  to  describe  its 
general  approach  to  analyzing  such  mergers. 


iThis  written  statement  represents  the  views  of  the  Federal  Trade  Commission.  My  oral  pres- 
entation and  responses  to  questions  are  my  own,  and  do  not  necessarily  represent  the  views  of 
the  Commission  or  any  individual  Commissioner. 
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The  Commission  is  committed  to  vigorous  merger  enforcement  against  all  trans- 
actions that  threaten  substantial  competitive  harm  to  consumers.  Although  most  of 
the  Commission's  enforcement  activity  has  been  in  the  area  of  horizontal  mergers — 
where  consumer  harm  generally  is  more  likely — the  Commission  actively  examines 
non-horizontal  mergers  for  potential  competitive  harm  and  challenges  them  when 
appropriate.  At  the  same  time,  the  Commission  is  attentive  to  the  potential  procom- 
petitive  benefits  of  many  mergers.  Thus,  the  Commission's  merger  enforcement  pro- 
gram is  careftilly  focused  to  identify  the  competitively  harmful  mergers. 

The  following  discusses  a  very  recent  Commission  action  in  the  subscription  tele- 
vision industiy. 

QVC/PARAMOUNT  COMMUNICATIONS 

On  November  15,  1993,  the  Commission  announced  its  acceptance,  subject  to  final 
approval,  of  a  consent  agreement  with  Tele-Communications,  Inc.  ("TCI")  and  Lib- 
erty Media  Corporation  ("LMC")  in  connection  with  the  proposed  acquisition  of 
Paramount  Communications,  Inc.  by  a  group  composed  of  QVC  Network,  Inc. 
("QVC"),  LMC  and  others  (coUectively,  the  ^QVC  group").2 

TCI  is  by  far  the  largest  cable  television  multiple  system  operator  ("MSO")  in  the 
United  States.  LMC,  its  programming  affiliate,  also  owns  cable  television  systems 
and  provides  satellite-delivered  programming  services  to  various  distribution  media 
including  cable  television.  TCI's  and  LMC's  affiliated  cable  systems  control  distribu- 
tion of  cable  programming  to  about  25  percent  of  all  cable  television  subscribers  in 
the  United  States.  TCI  and  LMC  also  hold  substantial  stock  ownership  in  manv 
popular  cable  television  programming  networks,  including  The  Discovery  Channel, 
The  Learning  Channel,  Turner  Broadcasting  (producer  of  CNN  and  TNT),  Request 
Television,  Inc.,  Black  Entertainment  Television,  The  Box,  Courtroom  TV,  Encore, 
Starz,  The  Family  Channel,  Home  Shopping  Networks,  and  QVC. 

Paramount  is  a  major  Hollywood  studio.  Its  businesses  include  the  production  and 
the  licensing  of  new  theatrically  released  movies  for  transmission  on  cable  television 
channels,  as  well  as  a  50  percent  ownership  interest  in  USA  Networks. 

The  complaint  accompanying  the  consent  agreement  alleges  that  the  acquisition 
of  Paramount  by  QVC  may  substantially  lessen  competition  and  tend  to  create  a 
monopoly  in  two  relevant  product  markets:  subscription  television  program  distribu- 
tion to  consumers,  and  cable  television  premium  movie  channels.  The  subscription 
program  distribution  market  includes  cable  TV  systems  as  well  as  other  distribution 
alternatives  that  deUver  multi-channel  television  signals  to  consumers  for  a  sub- 
scription fee.  The  cable  television  premium  movie  channel  market  includes  such 
cable  movie  channels  as  HBO,  Showtime  and  Encore. 

To  put  these  charges  in  some  perspective,  it  is  necessary  to  describe  in  some  de- 
tail the  subscription  television  industry,  and  the  merging  parties'  role  in  that  indus- 
try. The  industry  involves  at  least  three  levels  of  vertical  relationships.3  At  one  level 
are  the  progranmiing  producers,  such  as  Paramount.  These  are  the  businesses  that 
produce  the  materials  such  as  movies  and  other  programs  that  are  packaged  for 
viewing  on  a  cable  television  channel  as  well  as  on  other  media.  Examples  of  pro- 
gram producers  include  movie  studios,  TV  producers  and  syndicators. 

At  another  level  are  the  programming  packagers— the  businesses  that  package 
programming  inputs  and  prepare  them  for  sale  and  distribution  to  cable  operators. 
For  example.  Liberty  Media,  currently  a  member  of  the  QVC  group,  buys  movie 
rights  from  movie  studios  and  packages  and  distributes  movies  to  cable  operators 
through  its  Encore  premium  movie  channel,  for  ultimate  subscription  sale  to  view- 
ers.4  Liberty  Media  has  interests  in  other  cable  channels  as  well,  as  does  QVC.e 
USA  Network,  50  percent  owned  by  Paramount,  is  another  cable  program  packager. 

The  third  level  of  the  subscription  television  industry  is  composed  of  the  distribu- 
tors of  programming  to  viewers,  currently  comprised  primarily  of  cable  system  oper- 


1 


2  Tele-Communications,  Inc.  and  Liberty  Media  Corp.,  Agreement  Containing  Consent  Order, 
FTC  File  No.  941-0008  (accepted  for  public  comment  on  November  15,  1993)  (Commissioners 
Azcuenaga  and  Owen  dissenting).  „,      ,,  r  ov.     ....■  j  tu 

3  See  generally,  L.  White,  "Antitrust  and  Video  Markets:  The  Merger  of  Showtime  and  the 
Movie  Channel  as  a  Case  Study,"  in  E.  Noam,  ed..  Video  Media  Competition:  Regulation.  Eco- 
nomics, and  Technology  (1985).  ,urTr^^,,^        JOU      ^•_      Tr«T  .,^  J  T  A/TO 

"Encore's  principal  competitors  are  Home  Box  Office  ("HBO")  and  Showtime.  TCI  and  LMC 
also  control  Starz,  a  new  premium  movie  channel.  j  m^    t^    u-       ou         i    t*  u 

BQVC  ovras  two  home  shopping  television  channels— QVC  and  The  Fashion  Channel.  It  has 
been  widely  reported  in  the  media  that  QVC  was  seeking  to  merge  with  Home  Shopping  Net- 
work Inc.  ("HSN"),  another  home  shopping  channel.  According  to  more  recent  media  reports, 
however,  QVC  has  stated  that  it  is  dropping  its  bid  for  HSN.  See  Washington  Post,  November 
6,  1993,  at  CI. 
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ators.6  This  level  of  the  industry  is  involved  in  the  QVC/Paramount  transaction  as 
well.  The  largest  shareholder  in  QVC  is  Liberty  Media,  which  in  txim  is  controlled 
by  two  individuals  who  also  control  TCI7  Liberty  Media  has  a  21.5  percent  interest 
in  QVC  and  has  entered  into  an  agreement  with  Comcast  (a  12.5  percent  owner  of 
QVC)  and  the  CEO  of  QVC  to  vote  their  shares  as  a  block.  QVC  is  also  partly  owned 
by  Time-Warner  and  other,  smaller  MSO's. 

The  Commission's  complaint  alleges  competitive  concerns  at  two  levels.  First,  at 
the  programming  packaging  level,  TCI/LMC's  influence  over  Paramount  allegedly 
may  tend  to  lessen  competition  or  tend  to  create  a  monopoly  in  the  market  for  cable 
television  premium  movie  channels.  Second,  the  complaint  allegation  regarding  the 
distribution  market  reflects  a  concern  that  the  proposed  acquisition  could  make  it 
necessary  for  entrants  into  the  distribution  market  to  enter  the  programming  level 
as  well.  Thus,  the  complaint  alleges  overall  that  the  pvupose,  capacity,  tendency,  or 
effect  of  the  acquisition  may  be  to: 

1)  Reduce  the  output  and  quality  of  premiiun  movie  channels; 

2)  raise  programming  fees  to  cable  operators; 

3)  raise  cable  television  subscriber  fees  to  consumers; 

4)  enhance  dominant  firm  behavior; 

5)  enhance  coordinated  interaction  among  vertically  integrated  multiple  system 
cable  operators;  and 

6)  increase  the  difficulty  of  entry  into  the  provision  of  subscription  television  pro- 
gramming distribution. 

Since  the  alleged  competitive  problems  stem  from  the  vertical  link  between  TCI/ 
LMC  and  QVC,  the  FTC's  consent  order  addresses  them  by  severing  that  link.  A 
variety  of  interrelated  provisions  in  the  order  assure  that  'rCI's  control  of  QVC  is 
eliminated  completely  and  immediately.  The  consent  order  requires  TCI  and  LMC, 
among  other  things,  to  divest  all  ownership  interest  in  QVC  and  to  divest  or  termi- 
nate all  their  interest  in  all  existing  agreements  concerning  voting  of  any  shares  of 
stock  of  QVC.  Both  the  divestiture  of  ownership  interests  and  the  divestiture  or  ter- 
mination of  voting  interests  are  to  be  made  within  18  months  from  the  date  the 
order  becomes  final. 

To  preserve  competition  during  the  period  prior  to  final  acceptance  of  the  consent 
order  as  well  as  until  final  divestitures  are  completed,  the  consent  order  is  accom- 
panied by  an  interim  agreement  which  prohibits  TCI  and  LMC,  among  other  things, 
from  exercising  any  direction  of  or  control  over  the  operations  or  management  of 
QVC  or  Paramount,  exercising  any  voting  rights  or  agreements  in  connection  with 
LMC's  ownership  in  QVC,  or  participating  in  any  change  in  the  management  of 
QVC  or  Paramount. 

In  addition,  the  interim  agreement  provides  that  within  five  days  of  the  date  the 
agreement  containing  the  consent  order  is  placed  on  the  public  record,  any  officers, 
directors,  or  employees  of  TCI  or  LMC  who  are  present  members  of  the  board  of 
directors  of  QV(j  or  Paramount  will  resign  as  members  of  such  boards.  No  officer, 
director,  or  employee  of  TCI  or  LMC  will  serve  on  the  board  of  directors  of  either 
QVC  or  Paramount. 

Further,  until  the  divestiture  of  ownership  interests  and  the  divestiture  or  termi- 
nation of  voting  interests  are  completed,  the  consent  order  prohibits  TCI  and  LMC 
from  entering  into  any  agreements  with  QVC  or  Paramount  that  grant  TCI  or  LMC 
exclusive  exhibition  rights  to  recently  released  theatrical  motion  pictures  after 
Paramount's  current  contract  with  certain  other  parties  terminates. 

The  consent  order  provides  that  TCI  and  LMC  shall  not  be  obligated  to  comply 
with  the  order  if: 

1)  QVC  terminates  or  abandons  its  attempted  acquisition  of  Paramount;  or 

2)  QVC  does  not  acquire  more  then  10  percent  of  the  common  stock  of  Paramount 
within  twelve  months  of  the  date  the  order  becomes  final. 

The  next  section  discusses  in  more  detail  the  analjrtical  framework  the  Commis- 
sion uses  in  analyzing  non-horizontal  mergers. 


8  Direct  broadcast  satellites  and  wireless  cable  systems  currently  have  a  limited  presence  in 
the  market  for  the  distribution  of  in-home  programming.  A  new  development  at  this  level  of  the 
industry  is  the  emergence  of  telephone  companies  that  reportedly  are  planning  to  develop  and 
install  technology  that  will  enable  them  to  distribute  TV  programming  over  optical  fiber  tele- 
phone lines. 

'  Liberty  Media  is  a  spin-off  of  TCI. 
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THE  ANALYTICAL  FRAMEWORK  FOR  NON-HORIZONTAL  MERGERS 

The  Commission's  merger  enforcement  activity  demonstrates  the  carefully  focused 
approach  it  applies  to  all  mergers.  For  example,  the  Commission  has  investigated 
a  large  number  of  horizontal  mergers  in  a  variety  of  industries,  ranging  from  health 
care  8  to  defense  ,9  and  challenged  only  those  that  it  had  reason  to  believe  threatened 
substantial  harm  to  competition.  Most  recently,  the  Commission  authorized  the  staff 
to  seek  in  federal  district  court  a  preliminary  injunction  against  the  proposed  acqui- 
sition of  Chrysler  Corporation's  rail  boxcar  fleet  by  General  Electric  Company,  the 
dominant  rail  boxcar  operating  lessor.  The  acquisition  would  have  combined  the 
number  one  and  number  two  firms  in  the  industry.  The  parties  withdrew  from  the 
transaction  afler  the  Commission  announced  that  it  would  challenge  the  acquisition. 

The  Commission  approaches  non-horizontal  mergers  with  the  same  recognition 
that  many  such  mergers  are  competitively  beneficial  or  neutral,  but  it  looks  care- 
fully for  those  transactions  that  may  be  harmful  to  consumers.  The  following  dis- 
cusses some  of  the  competitive  theories  and  efficiency  considerations  that  may  be 
relevant  in  particular  circumstances. 

A  Vertical  mergers 

A  vertical  merger  or  acquisition  involves  firms  that  operate  at  different  but  com- 
plementary levels  in  the  chain  of  production  and/or  distribution.  The  defining  char- 
acteristic of  a  vertical  merger  is  that  the  product  or  service  produced  by  one  firm 
can  be  used  as  an  input  to  the  product  or  service  produced  by  the  other  firm.io  Com- 
mon examples  include  a  merger  between  a  manufactvu*er  and  a  distributor,  and  a 
merger  between  two  manufacturers,  one  of  which  produces  an  end  product  and  the 
other  a  component  of  the  end  product." 

Since,  by  definition,  the  parties  to  a  vertical  merger  do  not  operate  in  the  same 
relevant  market,  the  merger  does  not  lessen  actual  competition  between  the  two 
firms.  However,  competitive  harm  can  result  fi-om  vertical  mergers  in  certain  situa- 
tions, as  both  the  courts  and  the  Commission  have  recognized.  In  examining  par- 
ticular vertical  mergers  for  possible  anticompetitive  effects,  the  Commission  looks 
to  case  precedent  in  this  area  and  at  all  the  relevant  facts  and  circumstances. 

There  are  several  theories  of  possible  competitive  harm  from  a  vertical  merger.  12 
One  common  thread  that  runs  through  them  is  that  the  analysis  looks  to  the  poten- 
tial effects  on  horizontal  competition  at  one  or  more  of  the  levels  of  production  or 
service  at  which  the  merging  firms  operate.  Thus,  these  situations  may  be  referred 
to  as  vertical  mergers  that  have  horizontal  consequences. 

1.  A  vertical  merger  may  have  anticompetitive  effects  if  it  forecloses  new  entry 
at  one  level  of  production  by  reducing  the  size  of  the  market  available  to  the  entrant 


sE.g.,  FTC  V.  Columbia  Hospital  Corp.,  Civ.  No.  93-30-CrV-FTM-23D  (M.D.  Fla.  May  5, 
1993)  (preliminary  injunction  issued).  Tne  relief  obtained  prevented  the  merger  of  two  of  the 
three  hospitals  in  Charlotte  County,  Florida. 

^E.g.,  FTC  V.  Alliant  Techsystems  Inc.,  808  F.  Supp.  9  (D.D.C.  1992)  (preliminary  injunction 
issued  to  block  proposed  acquisition  by  AlUant  Techsystems  of  OUn  Corporation's  Ordnance  Di- 
vision). The  court  found  that  the  merger  could  increase  prices  to  the  U.S.  Army,  and  ultimately 
to  taxpayers  by  as  much  as  $115  million.  Before  the  merger  was  announced,  the  Army  had  de- 
cided 5iat  it  would  select  a  single  supplier  for  120  milUmeter  tank  ammunition  through  competi- 
tive bidding.  The  two  firms  then  agreed  to  a  merger  that  would  eliminate  competition  on  this 
and  other  bids.  The  coiut  rejected  the  claims  of  the  merging  firms  that  competitive  bidding 
would  increase  the  Army's  costs  and  that  the  Army  could  protect  itself  from  monopolistic  price 
increases. 

10 See  generally  ABA  Antitrust  Section:  Monograph  No.  14,  Non-Horizontal  Mergers:  Law  and 
PoZicy  5  (1988). 

"Vertical  mergers  are  a  subset  of  a  broader  category  called  non-horizontal  mergers,  which 
also  includes  mergers  between  firms  that  do  not  have  a  vertical  relationship.  These  other  non- 
horizontal  mergers  are  sometimes  referred  to  as  "conglomerate"  mergers.  The  competitive  analy- 
ses in  these  sub-categories  overlap  to  some  extent  because,  as  discussed  later  in  this  Statement 
in  connection  with  potential  competition  theories,  both  vertical  and  conglomerate  mergers  can 
present  potential  competition  issues. 

12  For  example,  the  1984  Merger  Guidehnes  issued  by  the  Department  of  Justice  [Department 
of  Justice,  Merger  Guidelines  (1984),  reprinted  in  4  Trade  Reg.  Rep.  (CCH)  par.  13,103  (herein- 
after "1984  Merger  Gviidelines")]  contain  sections  that  identify  possible  anticompetitive  effects 
from  vertical  and  other  non-horizontal  mergers.  Although  the  1992  Horizontal  Merger  Guide- 
lines [Department  of  Justice  and  Federal  Trade  Commission,  Horizontal  Merger  Guidelines 
(1992),  reprinted  in  4  Trade  Reg.  Rep.  (CCH)  par.  13,104],  jointly  issued  by  the  Commission  and 
the  Department  of  Justice,  supersede  the  prior  Guidelines  with  respect  to  horizontal  mergers, 
the  provisions  in  the  1984  Merger  Guidelines  regarding  non-horizontal  mergers  [sees.  4.1,  4.2] 
have  not  been  modified.  The  1984  Merger  Guidelines  provide  a  convenient  starting  point  for 
analysis. 
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at  another  level.  i3  For  example,  if  the  downstream  division  of  the  merged  entity  will 
only  buy  from  its  upstream  division,  the  downstream  division's  portion  of  purchases 
from  the  input  market  is  not  open  to  competitors.  A  would-be  entrant  into  the  up- 
stream market  may  find  the  remaining  portion  of  the  market  too  small  to  support 
efficient-scale  entry,  i^ 

2.  Under  a  similar  foreclosure  theory,  a  vertical  merger  could  require  a  would-be 
entrant  to  enter  the  upstream  and  downstream  markets  simultaneously  in  order  to 
be  successful.  For  example,  in  an  industry  with  a  high  degree  of  verticaJ  integration 
and  a  limited  independent  supply  of  product  in  the  upstream  market,  an  entrant 
into  the  downstream  market  may  find  it  necessary  to  enter  the  upstream  market 
as  well.  If  such  "two-level"  entry  is  more  risky,  more  difficult,  or  more  time-consum- 
ing than  entry  into  the  primary  market  alone,  a  merger  that  increases  vertical  inte- 
gration could  create  competitively  objectionable  barriers  to  entry.  i5 

3.  A  vertical  merger  could  facilitate  collusion.  The  1984  Merger  Guidelines  posit 
two  ways  in  which  this  could  happen.  First,  vertical  integration  by  an  upstream 
firm  into  the  retail  level  may  faciUtate  collusion  in  the  upstream  market  by  making 
it  easier  to  monitor  downstream  prices. i6  The  abiUty  to  monitor  downstream  prices 
may  make  it  easier  to  determine  whether  upstream  firms  are  cheating  on  a  collusive 
scheme. 

Second,  the  acquisition  of  a  particvilarly  disruptive  buyer  in  a  downstream  market 
may  facilitate  collusion  in  the  upstream  market  by  eliminating  an  incentive  to  cheat 
on  a  collusive  scheme  in  order  to  gain  the  buyer's  business,  i'^  Before  the  merger, 
the  disruptive  buyer  may  have  been  playing  one  firm  against  another  to  obtain  the 
best  price.  With  the  disruptive  buyer  no  longer  independent  of  the  upstream  firms, 
collusion  may  be  easier  to  maintain,  is 

4.  Anticompetitive  effects  may  occur  if  a  vertical  merger  enables  a  regulated  firm 
to  evade  rate  regulation.  i9  For  example,  a  vertically  integrated  utility  could  inflate 
the  price  of  inputs  that  it  buys  from  itself,  thereby  inflating  its  rate  base  and  ena- 
bling it  to  pass  on  those  higher  costs  as  higher  prices  and  showing  the  resulting 


isThis  was  one  of  the  theories  of  the  complaint  in  Atlantic  Richfield  Co.,  C-3314,  55  Fed.  Reg. 
51,963  (1990)  (consent  order).  Earlier  cases  sometimes  found  vertical  mergers  to  be  anticompeti- 
tive under  a  broader  foreclosure  theory  that  was  not  limited  to  an  entry  barrier  effect.  A  vertical 
merger  was  sometimes  held  unlawful  if  the  acquisition  of  a  supplier  or  customer  would  foreclose 
a  competitor  from  a  substantial  part  of  an  input  or  output  market.  E.g.,  Ford  Motor  Co.  v.  Unit- 
ed States,  405  U.S.  562,  568  (1972);  United  States  v.  E.I.  du  Pont  de  Nemours  &  Co,  353  U.S. 
586  (1967);  Brown  Shoe  v.  United  States,  370  U.S.  294,  323-24  (1962). 

1*  Whether  such  a  foreclosure  strategy  is  economically  rational  depends,  in  part,  on  the  de- 
mand characteristics  and  competitive  structure  of  the  downstream  market.  To  the  extent  that 
the  downstream  market  is  competitive  before  the  merger,  and  the  merger  is  purely  vertical,  eco- 
nomic theory  predicts  that  an  anticompetitive  price  increase  will  result  in  lost  sales  for  the 
merged  entity,  reducing  the  market  share  of  the  downstream  division,  and  increasing  the  por- 
tion of  the  downstream  market  open  to  competition.  In  that  situation,  an  attempt  to  exercise 
market  power  through  a  vertical  merger  may  be  self-defeating.  In  examining  such  issues,  the 
Commission  will  consider  the  conclusions  suggested  by  facts  of  the  case  before  it,  in  light  of  rel- 
evant economic  theory  and  case  precedent. 

15 E.^.,  United  States  Steel  Corp.  v,  FTC,  426  F.2d  592,  605  (6th  Cir.  1970);  Atlantic  Richfield 
Co.,  C-3314,  55  Fed.  Reg.  51,963  (1990)  (consent  order);  see  also  1984  Merger  Guidelines  sec. 
4.21.  On  the  other  hand,  entry  into  both  markets  may  in  some  circumstances  be  less  risky  than 
entry  into  a  single  market  precisely  because  of  the  foreclosure  issue  described  above.  If  an  en- 
trant into  the  upstream  market  is  assured  of  demand  for  its  product  from  its  downstream  divi- 
sion, the  upstream  division  may  be  more  hkely  to  be  profitable  than  an  entrant  into  only  the 
upstream  market. 

Some  cases  found  a  vertical  merger  to  be  illegal  if  the  merged  firm  could  use  its  position  as 
a  supplier  to  disadvantage  competitors,  either  by  restricting  supplies  or  imposing  a  price 
squeeze.  See,  e.g..  United  States  Steel  Corp.  v.  FTC,  426  F.2d  at  605.  Analogously,  the  1984 
Merger  Guidelines  state  that  in  considering  the  feasibility  of  one-level  entry,  the  Department 
"will  consider  the  Ukelihood  of  predatory  price  or  supply  'squeezes'  by  the  integrated  firms 
against  their  unintegrated  rivals.    1984  Merger  Guidelines  sec.  4.212  n.31. 

16 1984  Merger  Guidelines  sec.  4.221. 

17  1984  Merger  Guidelines  sec.  4.222. 

18  Two  countervailing  considerations  may  be  relevant.  First,  the  merged  entity  has  incurred 
the  costs  of  merging  with  the  disruptive  downstream  firm,  yet  all  firms  engaged  in  the  collusive 
agreement  benefit  from  the  merger.  This  free-riding  on  the  anticompetitive  efforts  of  a  competi- 
tor puts  the  merged  entity  at  a  disadvantage  relative  to  the  others,  and  thus  may  reduce  any 
incentives  to  merge  vertically  to  facilitate  collusion.  However,  in  a  particular  case,  the  signifi- 
cance of  this  factor  may  not  be  clear,  since  there  may  also  be  other  motivations  underlying  the 
merger.  Second,  unless  the  disruptive  downstream  firm  was  uniquely  able  to  undermine  the  col- 
lusive agreement,  other  downstream  firms  may  be  able  to  perform  the  same  role  after  the  merg- 
er. 

19 1984  Merger  Guidelines  sec.  4.23. 
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higher  profits  in  its  unregulated  business.20  A  regulated  utility  may  also  be  able  to 
allocate  non-utility  costs  to  utility  customers,  thereby  causing  a  distortion  in  both 
markets.2i 

5.  A  vertical  merger  may  allow  a  firm  with  market  power  in  one  market  to  extend 
its  market  power  to  a  different  market.  For  example,  if  the  firm  has  market  power 
in  the  upstream  market,  and  if  the  downstream  market  can  vary  the  proportion  of 
the  monopolized  input  used,  a  vertical  merger  can  increase  overall  profits  by  shift- 
ing the  mix  of  inputs.  Economic  theory  suggests  that,  before  such  a  merger,  an  at- 
tempt by  the  upstream  monopolist  to  raise  prices  likely  would  induce  firms  in  the 
competitive  downstream  market  to  substitute  away  from  the  monopolized  input  and 
toward  the  alternate  inputs.22  By  integrating  downstream,  however,  the  monopolist 
can  control  the  substitution  and  produce  the  downstream  product  with  the  optimum 
mix  of  inputs.  It  can  then  charge  the  monopoly  price  to  consumers  of  the  down- 
stream products,  earning  higher  profits  than  were  possible  before  the  merger.23 

B.  Potential  competition 

A  non-horizontal  merger  may  have  anticompetitive  effects  if  it  eliminates  a  poten- 
tial entrant.  Firms  in  vertically  related  markets  are  ofl;en  Ukely  entrants.24  Poten- 
tial competition  theories  are  equally  appUcable  to  non-horizontal  mergers  that  do 
not  involve  a  vertical  relationship  between  the  firms.25  This  is  the  area  of  non-hori- 
zontal merger  theory  with  which  the  Commission  has  the  most  extensive  and  recent 
enforcement  experience. 

The  possibility  (either  real  or  perceived)  that  new  competitors  might  enter  con- 
centrated markets  if  they  remain  independent  may  induce  existing  competitors  to 
behave  competitively.  If  the  threat  of  entry  is  eliminated  through  mergers  between 
likely  potential  entrants  and  market  participants,  higher  prices  or  reduced  output 
may  result  or  continue  unabated  in  certain  circumstances.  Because  of  the  pro-com- 
petitive benefits  of  potential  entrants  poised  on  the  edges  of  markets,  the  Commis- 
sion has  recognized  and  sought  to  preserve  competition  under  theories  of  "potential 
competition." 

The  possible  harm  resulting  from  the  loss  of  potential  competition  generally  is 
analyzed  under  two  theories:  "perceived  potential  competition"  and  "actual  potential 
competition."  26  These  potential  competition  theories  were  discussed  by  the  Supreme 


20  In  1986,  the  Commission  chaUenged  an  acquisition  by  Occidental  Petroleum  Corp.,  a  sup- 
plier of  unregulated  natural  gas,  of  MidCon  Corp.,  an  interstate  natural  gas  pipeline  company. 
The  Commission  had  reason  to  believe  that  the  $3  billion  acquisition  could  substantially  lessen 
competition  in  the  pipeline  transportation  and  sale  of  natural  gas  in  the  St.  Louis  area  by  ena- 
bling MidCon — the  sole  supplier  of  natural  gas  transportation  to  the  St.  Louis  area — to  transfer 
natural  gas  from  Occidental  at  inflated  prices  and  to  pass  those  inflated  prices  on  to  consumers. 
The  case  was  settled  by  a  consent  order  that  required  MidCon  to  divest  one  of  its  two  pipeline 
systems  in  the  region,  so  that  it  was  no  longer  the  sole  supplier.  Occidental  Petroleum  Corp., 
109  F.T.C.  167  (1986). 

21  The  utility  need  not  be  vertically  integrated  in  order  for  this  effect  to  occur. 

22  There  would  still  be  a  deadweight  loss  to  society,  however,  because  the  downstream  firms 
would  use  an  inefficient  mix  of  inputs. 

23  Economic  theory  predicts  that  if  the  downstream  market  cannot  vary  the  proportions  used 
of  the  upstream  product — i.e.,  it  cannot  substitute  away  from  the  upstream  product  to  other  in- 
puts— vertical  integration  can  have  no  effect  on  profits.  According  to  economic  theory,  in  that 
situation  the  upstream  monopolist  likely  would  have  already  extracted  the  maximum  level  of 
monopoly  profits  at  the  upstream  level;  any  further  increase  in  price  at  either  level  would  result 
in  lower  sales  and  less  profit. 

24 See,  e.g.,  Ford  Motor  Co.  v.  United  States,  405  U.S.  at  570-71. 

2sThe  1984  Merger  Guidelines  discuss  the  potential  competition  theory  under  the  general  cat- 
egory of  horizontal  effects  from  non-horizontal  mergers,  which  includes  vertical  mergers.  1984 
Merger  Guidelines  sec.  4.1. 

26  See  1984  Merger  Guidelines  sec.  4.1.  The  perceived  potential  competition  theory  maintains 
that  competitors  in  concentrated  markets  may  be  constrained  from  engaging  in  anticompetitive 
behavior  solely  by  the  perceived  threat  of  entry  by  a  non-participant,  which  would  dissipate  any 
gains  from  anticompetitive  behavior.  The  removal  of  the  threat,  through  merger,  may  eliminate 
that  constraint  and  ease  pricing  pressure  on  existing  competitors.  As  a  result,  the  market  may 
become  less  competitive. 

In  contrast,  the  actual  potential  competition  theory  posits  that  markets  ttiat  may  not  be  be- 
having in  a  competitive  manner  at  present  would  become  more  competitive  and  less  con- 
centrated through  the  impending  entry  of  a  new  firm — and,  in  fact,  that  the  acquired  (or  acquir- 
ing) firm  was  one  of  the  most  likely  entrants.  The  injury  to  competition,  therefore,  is  the  loss 
of  the  procompetitive  influence  that  the  potential  entrant  would  have  had  on  the  market  had 
the  entry  not  been  preempted  by  the  acquisition. 

The  Commissions  standards  in  potential  competition  cases  were  most  recently  stated  in 
B.A.T.  Industries,  Ltd.,  104  F.T.C.  852  (1984).  See  1984  Merger  Guidelines  sees.  4.131-4.134. 
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Court  in  U.S.  v.  Marine  Bancorporation.^'^  Similarly,  in  B.A.T.  Industries,  Ltd.,^^  the 
Commission  analyzed  a  merger  affecting  the  chemical  carbonless  paper  market 
under  the  actual  potential  competition  doctrine.29 

The  Commission  recently  has  challenged  several  proposed  mergers  on  potential 
competition-grounds.  These  matters  include  Roche  Holding,  Ltd.^o  (actual  potential 
competition  in  the  pharmaceutical  industry),  Atlantic  Richfield  Co.3i  (actual  poten- 
tial and  perceived  potential  competition  in  the  chemical  industry),  and  Institut 
Merieux  32  (actual  potential  competition  in  the  vaccines  industry).33 

Roche  Holding,  Ltd.,  is  a  good  example  of  the  kinds  of  competitive  concerns  that 
may  be  present  in  potential  competition  cases.  In  1990,  the  Commission  accepted 
a  consent  order  with  Roche  Holding  Ltd.  relating  to  that  Swiss  pharmaceutical  com- 
pan^s  acquisition  of  a  controUing  interest  in  Genentech  Inc.34  The  complaint  al- 
leged that  the  acquisition  would  have  eliminated  actual  and  potential  competition 
and  enhanced  the  likelihood  of  collusion  in  three  pharmaceutical  markets  for  which 
entry  was  difficult:  the  worldwide  market  for  vitamin  C;  the  U.S.  market  for  thera- 
peutic drugs  for  the  treatment  of  human  growth  deficiency;  and  the  U.S.  market  for 
CD4-based  therapeutics  for  the  treatment  of  AIDS/HIV  infection. 

In  the  first  market,  the  complaint  silleged  that  Roche,  a  major  international  phar- 
maceutical firm,  had  a  dominant  share  of  both  the  U.S  and  world  markets  for  vita- 
min C.  Genentech,  a  leading  U.S.  biotechnology  company,  had  developed  a  new  pat- 
ented process  for  producing  vitamin  C,  although  its  technology  was  not  yet  commer- 
cial. To  preserve  innovation  and  futiu-e  competition  in  sales  of  vitamin  C,  the  con- 
sent order  required  divestitiire  of  Genentech's  technology.  In  the  second  market — 
therapeutics  for  human  growth  hormone  deficiency — it  was  Genentech's  drug  that 
allegedly  had  a  near-monopoly  share,  but  Roche  was  conducting  advanced  clinical 
trials  with  a  product  that  allegedly  would  compete  in  this  market.  The  consent  order 
required  divestitvire  of  Roche's  human  growth  hormone  releasing  factor  business  to 
ensure  continued  development  of  that  product.  Both  of  the  mandated  divestitures 
were  completed  in  1992. 

In  the  third  market — CD4-based  therapeutics  for  the  treatment  of  AIDS/HIV  in- 
fection— the  Commission's  focus  was  even  more  directly  on  competition  in  the  devel- 
opment of  new  and  innovative  pharmaceuticals.  There,  Genentech  was  allegedly  the 
most  advanced  of  a  number  of  companies  developing  CD4,  and  Roche  had  also  en- 
gaged in  research  and  development  and  had  patent  applications  pending  on  its  prod- 
ucts. Although  CD4  was  not  yet  an  approved  drug,  the  consent  order  required 
Roche,  for  a  period  of  10  years,  to  grant  non-exclusive  licenses  of  CD4-based  thera- 
peutics based  on  Roche's  patent  portfolio  to  any  entity  that  was  willing  to  pay  cer- 
tain royalties  and  stated  an  intention  to  sell  such  a  therapeutic  drug  in  the  United 
States. 

C.  Potential  benefits  of  non- horizontal  mergers 

A  non-horizontal  merger  can  be  motivated  by  a  variety  of  pro-competitive  or  effi- 
ciency-enhancing objectives.  For  example,  a  company  with  expertise  in  one  relevant 
product  market  may  acquire  a  firm  selling  into  another  relevant  market  because 
there  are  opportunities  for  adapting  or  modifying  its  current  technology  for  use  in 
the  second  market.  In  addition,  a  merger  may  provide  advantages  through  the  pool- 
ing of  information  and  sales  forces,  the  ability  to  offer  distributors  a  broader  line, 
or  more  general  managerial  efficiencies,  that  may  take  longer  or  be  more  costly  to 
attain  if  the  firms  remained  independent.  Any  or  all  of  these  efficiencies  may  be 
present  in  a  merger  that  is  analyzed  under  the  potential  competition  theory. 


27  418  U.S.  602(1974). 

28  104F.T.C.  852(1984). 

29 The  Commission  has  recognized  both  potential  competition  theories.  See,  e.g.,  Tenneco,  Inc., 
98  F.T.C.  464,  577  (1981),  ret/d  on  other  grounds,  689  F.2d  346  (2d  Cir.  1982).  See  also  Grand 
Union  Co.,  102  F.T.C.  812,  1050-51  (1983);  Hueblein,  Inc.,  96  F.T.C.  385,  583  (1980);  Brunswick 
Corp,  94  F.T.C.  1174,  1267,  affd  sub  nom.  Yamaha  Motor  Co.  v.  FTC,  657  F.2d  971  (8th  Cir. 
1981),  cert,  denied,  456  U.S.  915  (1982). 

30C-3315,  55  Fed.  Reg.  53,191  (1990)  (consent  order). 

31C-3314,  55  Fed.  Reg.  51,963  (1990)  (consent  order). 

32C-3301,  55  Fed.  Reg.  38,854  (1990)  (consent  order). 

33  In  a  merger  case  involving  two  oil  refineries  in  Hawaii,  the  Commission  alleged  both  a  po- 
tential competition  count  and  a  horizontal  count.  See  FTC  v.  Pacific  Resources,  Inc.,  Civ.  No. 
C87-1390,  slip  op.  at  3,  5  (W.D.  Wash.  Nov.  6,  1987)  (preliminary  injunction  issued).  Both 
counts  were  also  alleged  in  an  administrative  complaint,  which  was  resolved  with  a  consent 
order,  requiring  prior  approval  for  fiiture  acquisitions,  after  the  parties  withdrew  from  the 
transaction.  Pacific  Resources,  Inc.,  Dkt.  No.  9211,  111  F.T.C.  322  (1988). 

34floc/ie  Holding,  Ltd.,  C-3315  (1990). 
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Vertical  mergers  can  likewise  have  pro-competitive  effects.as  Three  of  the  most 
common  benefits  that  may  result  are  reduction  of  transaction  costs,  technological 
economies,  and  assurance  of  an  adequate  supply  of  an  input  product.  A  fourth  bene- 
fit, which  may  become  increasingly  significant,  is  the  advancement  of  technology. 

1.  Reduction  of  transaction  costs.  A  vertical  merger  can  reduce  transaction  costs 
in  a  number  of  ways.  For  example,  a  vertical  merger  can  reduce  the  costs  of  nego- 
tiating a  m5rriad  of  transactional  details  between  the  two  firms  {e.g.,  delivery,  con- 
tingencies, etc.)  and  may  provide  planning  efficiencies.  A  vertical  merger  can  also 
increase  the  firms  flexibility  to  deal  with  unforeseen  changes  36  and  reduce  the  need 
for  the  parties  at  different  stages  of  production  to  negotiate  large  risk  premiums  to 
protect  themselves  against  the  risk  of  failure. 3 v  Vertical  integration  similarly  can 
reduce  the  chance  for  opportunistic  behavior  by  a  firm  that  may  attempt  to  profit 
from  the  unforeseen  success  of  the  other  party  by  threatening  to  hold  up  coopera- 
tion. 

2.  Technological  economies.  Physical  proximity  (or  organizational  control)  may 
allow  joint  production  of  two  stages  at  lower  cost  than  if  they  were  separated.  A 
commonly  cited  example  is  steel  manufacturing,  where  vertical  integration  of  the 
basic  steel  making  and  intermediate  fabrication  operations  can  reduce  the  energy 
cost  of  reheating  the  product  for  further  processing. 

3.  Technological  advances.  Vertical  integration  of  related  technologies  may  pro- 
mote the  more  rapid  development  of  new  products  where  the  joint  or  coordinated 
development  of  inputs  is  more  efficient  than  separate  development.  This  kind  of  effi- 
ciency may  become  increasingly  important  in  new  technological  fields. 

4.  Assuring  an  adequate  supply  of  inputs.  Historically,  a  common  reason  advanced 
for  many  vertical  mergers  is  that  firms  may  integrate  backward  into  the  production 
of  an  important  input  product  in  order  to  assure  an  adequate  supply  of  the  input. 

This  discussion  of  possible  efficiencies  is  not  exhaustive  by  any  means,  but  it  gives 
some  indication  of  the  various  possible  motivations  behind  many  non-horizontal 
mergers. 

CONCLUSION 

The  Commission  already  has  conducted  investigations  involving  several  different 
aspects  of  the  communications  industry.  Non-horizontal  mergers  in  these  industries, 
and  others,  are  evaluated  in  light  of  the  applicable  facts,  law,  and  economic  analy- 
sis. The  Commission  has  actively  investigated  non-horizontal  mergers  in  order  to  de- 
termine whether  there  are  anticompetitive  problems,  as  well  as  pro-competitive  ben- 
efits, and  will  continue  to  do  so. 

Thank  you  for  giving  me  the  opportunity  to  appear  before  you  today  to  present 
the  Commission's  testimony.  I  would  be  happy  to  answer  any  questions. 

Senator  Metzenbaum.  Thank  you  very  much  for  being  with  us, 
and  thank  you  very  much  for  the  prompt  action  with  which  the 
FTC  acted  in  this  matter.  I  think  it  was  in  the  pubUc's  interest. 

Ms.  Steptoe,  it  has  been  at  least  15  years  since  the  antitrust  au- 
thorities moved  to  block  a  vertical  merger.  However,  this  action  of 
yours  yesterday  confirms  my  strong  belief  that  vigorous  antitrust 
scrutiny  is  the  best  protection  that  consumers  can  have  from  anti- 
competitive telecommunications  deals.  I  would  like  to  ask  you  a  few 
questions  about  the  FTC's  consent  decree  against  TCI. 

Ms.  Steptoe.  Yes,  sir. 


35See,  e.g.,  W.  Kip  Viscusi,  John  M.  Vernon,  and  Joseph  E.  Harrington,  Jr.,  Economics  of  Reg- 
ulation and  Antitrust  221-24  (1992). 

38  For  example,  a  vertically  integrated  firm  might  be  able  to  adjust  to  unexpected  changes  by 
making  internal  adiustments  in  its  upstream  or  downstream  operations.  This  may  be  less  costly 
than  contractual  adjustments  by  independent  firms. 

3''  For  example,  consider  a  research  and  development  firm  that  negotiates  a  contract  that  pro- 
vides for  compensation  based  on  performance  in  accordance  with  specifications  set  by  the  buyer, 
a  manufacturing  firm.  Such  a  contractor  may  build  in  a  risk  premium  to  adjust  for  the  possibil- 
ity that  on  some  contracts  of  that  nature,  it  will  not  be  able  to  meet  the  buyer's  specifications 
and  its  compensation  will  be  less  than  expected.  If  the  manufacturing  firm  and  the  R&D  firm 
were  vertically  integrated,  the  risks  could  be  internalized  and  the  transaction  costs  (of  contract- 
ing) would  be  reduced  or  eUminated. 
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Senator  Metzenbaum.  As  I  read  it,  in  order  to  clear  QVC  to  bid 
for  Paramount,  you  are  requiring  TCI,  its  former  partner,  to  sever 
its  ties  to  QVC.  TCI  must  divest  its  ownership  or  voting  interest 
in  QVC  within  18  months.  However,  all  of  its  officers,  directors,  or 
employees  must  resign  immediately  from  the  boards  of  QVC  and 
Paramount.  In  addition,  you  prohibit  TCI  from  directing  or  control- 
ling QVC  or  Paramount  in  any  manner  and  from  entering  into  any 
exclusive  agreements  for  Paramount's  movies. 

I  must  say  the  terms  of  the  consent  decree  seem  pretty  airtight 
to  me  and  are  impressive.  Are  there  any  other  significant  safe- 
guards in  the  consent  decree  that  I  did  not  mention? 

Ms.  Steptoe.  There  is  one,  sir,  and  that  is  after  TCI  has  finally 
divested  itself  its  stock  and  voting  interests  in  QVC,  it  is  prohibited 
for  3  years  from  reacquiring  those  interests.  It  cannot  do  so  unless 
it  has  submitted  itself  to  Commission  review  and  approval. 

Senator  Metzenbaum.  Thank  you.  In  1992,  the  Wall  Street  Jour- 
nal reported  that  TCI  has  a  history  of  structuring  its  business  deal- 
ings so  it  can  evade  regulatory  review.  Likewise,  as  the  TCI  memo 
that  I  read  this  morning  shows,  TCI  will  use  any  loophole  it  can 
to  undermine  Federal  laws  and  mandates  in  order  to  take  advan- 
tage of  the  American  consumer. 

Therefore,  it  is  not  surprising  that  concerns  have  been  raised 
that  TCI  might  attempt  to  circumvent  either  the  letter  or  the  spirit 
of  the  consent  decree  to  gain  control  over  Paramount's  program- 
ming in  a  way  that  could  escape  antitrust  review.  In  your  opinion, 
is  that  possible,  and  what  could  the  FTC  do  to  prevent  it  from  hap- 
pening? 

Ms.  Steptoe.  Well,  I  think  we  have  a  number  of  ways  to  prevent 
somebody  trying  to  evade  our  orders.  In  the  first  instance,  anyone 
who  violates  an  FTC  order  is  subject  to  fines.  It  is  $10,000  a  day. 
Now,  I  realize  that  may  not  sound  like  a  lot,  given  the  size  of  this 
company. 

Senator  Metzenbaum.  Not  much  money. 

Ms.  Steptoe.  So  let  me  continue.  It  is  $10,000  a  day  per  viola- 
tion, so  conceivably  it  could  be  more  than  $10,000  a  day  if  you  had 
a  number  of  violations.  But  even  so,  if  that  did  not  seem  to  us  a 
sufficient  deterrence,  we  can  go  to  court  under  our  enabling  statute 
and  ask  for  any  relief  that  is  necessary  to  stop  what  is  going  on. 
That  could  include  restitution,  and  there  the  amounts  of  money 
would  be  much  greater,  and  an  injunction  saying  stop  doing  what- 
ever it  is  immediately.  Of  course,  anyone  who  violated  that  would 
face  criminal  contempt  charges.  So,  I  think  we  have  a  pretty  good 
arsenal  of  weapons  at  our  disposal,  and  I  can  assure  you  that  we 
would  use  them. 

Senator  Metzenbaum.  The  FTC's  consent  decree  confirms  my 
view  that  TCI  already  has  too  much  market  power  over  cable  sys- 
tems and  programming,  and  therefore  it  shouldn't  be  allowed  to  ac- 
quire any  more.  I  realize  you  are  not  the  antitrust  agency  charged 
with  reviewing  the  TCI-Bell  Atlantic  merger.  However,  it  seems  to 
me  that  your  concerns  about  the  harm  to  consumers  that  could 
have  resulted  if  TCI  gained  control  over  Paramount  apply  with 
equal  force  to  the  TCI-Bell  Atlantic  deal.  In  fact,  wouldn't  you 
agree  that  the  anticompetitive  effects  of  that  deal  could  be  even 
more  serious  for  consumers? 
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Ms.  Steptoe.  Well,  when  you  consider  the  number  of  consumers 
affected  by  Bell-TCI,  obviously  the  potential,  if  there  is  an  antitrust 
problem  there,  is  enormous.  I  can't  comment  on  that  deal.  The  De- 
partment of  Justice,  of  course,  has  announced  that  it  is  reviewing 
it,  but  they  have  also  announced  that  they  are  going  to  scrutinize 
it  down  a  laundry  list  of  every  available  antitrust  theory.  That,  to 
me,  sounds  like  the  exact  sort  of  hard,  careful,  close  look  that  we 
gave  QVC-Paramount. 

Senator  Metzenbaum.  As  you  know,  I  had  serious  concerns 
about  the  proposed  merger  between  the  only  two  cable  shopping 
channels,  QVC  and  the  Home  Shopping  Network.  Last  July,  I 
wrote  detailed  letters  to  both  you  and  the  Antitrust  Division  outlin- 
ing my  objections  and  asking  for  strict  review  of  the  merger.  I 
might  say  that  I  was  impressed  with  the  seriousness  with  which 
the  FTC  pursued  that  investigation. 

As  you  may  recall,  one  of  my  major  concerns  with  the  shopping 
channel  deal  was  that  TCI  had  a  large  stake  in  QVC  and  therefore 
the  merger  would  have  given  it  control  of  both  shopping  channels. 
I  asked  the  FTC  to  investigate  whether  allowing  TCI  to  acquire  a 
controlling  interest  in  both  QVC  and  the  Home  Shopping  Network 
could  have  increased  its  leverage  in  the  cable  programming  and 
cable  systems  markets.  If  so,  TCI  could  have  kept  new  shopping 
channel  competitors  out  of  the  market  and  charged  high  prices  for 
its  shopping  channels. 

Fortunately  for  consumers,  that  merger  has  been  called  off,  at 
least  for  now.  However,  there  have  been  some  suggestions  that  if 
QVC  wins  the  bidding  war  for  Paramount,  it  may  reopen  merger 
talks  with  HSN.  According  to  my  information,  TCI  owns  40  percent 
of  the  Home  Shopping  Network.  Therefore,  wouldn't  you  agreie  that 
any  attempt  on  the  part  of  QVC  to  reopen  its  merger  discussions 
with  Home  Shopping  Network  would  raise  many  of  the  same  anti- 
competitive concerns  that  led  you  to  block  TCI  from  acquiring 
Paramount? 

Ms.  Steptoe.  I  would  certainly  agree  with  that,  but  what  I 
would  like  to  point  out  is  the  consent  that  we  have  right  now  be- 
tween TCI  and  ourselves  with  regard  to  Paramount  is  going  to 
solve  those  problems.  Under  the  consent,  QVC  cannot  go  and  ac- 
quire HSN,  or  vice  versa,  because  that  would  intrude  TCI  back  into 
ownership  of  QVC,  which  is  precisely  what  this  consent  forbids.  So 
for  the  next  4V2  years,  I  don't  think  that  is  likely  to  happen. 

Senator  Metzenbaum.  According  to  the  consent  decree  against 
TCI,  the  FTC  has  to  approve  the  buyer.  As  you  know,  BellSouth 
has  taken  TCI's  place  in  the  Paramount  bid  by  investing  $1.5  bil- 
lion in  QVC.  However,  as  I  understand  it,  because  BellSouth  is  not 
buying  TCI's  interest  in  QVC  directly,  it  would  not  be  subject  to 
the  FTC's  prior  approval  requirements.  Could  you  explain  to  us 
briefly  how  and  when  BellSouth's  investment  in  QVC  will  be  re- 
viewed by  the  antitrust  authorities? 

Ms.  Steptoe.  It  will  come  up  in  one  of  two  ways.  If  BellSouth 
invests  in  QVC  by  buying  the  stock  that  Liberty  or  TCI  must  divest 
under  the  order,  then  it  would  come  under  review  under  the  Com- 
mission's prior  approval  requirements  of  this  consent  order.  There 
is  a  lot  of  other  QVC  stock  out  there  other  than  that  about  a  quar- 
ter of  the  company  owned  by  TCI  and  Liberty. 
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If  BellSouth  becomes  a  backer  with  regard  to  that  other  chunk 
of  stock,  at  the  time  where  it  acquires  voting  rights  or  gets  control 
over  QVC,  that  would  be  a  reportable  transaction  under  Hart- 
Scott-Rodino  and  would  be  subject  to  all  the  governmental  review 
that  that  connotes. 

Senator  Metzenbaum.  Concerns  have  been  raised  about 
BellSouth  bu3dng  into  the  QVC  deal  for  Paramount.  That  is  be- 
cause BellSouth's  partners  in  the  Paramount  deal  would  be  three 
cable  systems — Cox,  Comcast,  and  Newhouse.  As  the  map  to  my 
right  shows,  those  companies  own  quite  a  few  cable  systems  in 
BellSouth's  service  area.  In  my  view,  that  could  destroy  head-to- 
head  competition  between  BellSouth  and  its  partner  cable  compa- 
nies. 

Your  testimony  states  that  the  FTC  can  and  has  blocked  mergers 
when  they  eliminated  the  two  most  likely  competitors  in  a  market. 
In  one  case,  neither  company  had  actually  entered  the  other's  mar- 
ket, but  both  were  strategically  positioned  to  do  so.  I  think  that  is 
precisely  the  situation  we  are  facing  in  the  Bell  Atlantic-TCI  merg- 
er, and  perhaps  with  BellSouth's  partnership  with  Cox,  Comcast, 
and  Newhouse  to  acquire  Paramount. 

As  both  you  and  AT&T  acknowledge  in  your  testimony,  local  tele- 
phone companies  and  cable  companies  have  until  recently  been 
gearing  up  to  compete  with  one  another.  In  fact,  the  evidence  is 
quite  clear  that  cable  and  local  telephone  companies  are  each  oth- 
er's most  likely  and  most  formidable  potential  competitors.  I  am 
not  asking  to  judge  either  the  Bell  Atlantic-TCI  or  the  BellSouth- 
QVC  deal.  However,  wouldn't  you  agree  that  those  deals  could 
raise  significant  antitrust  concerns  if  they  were,  in  fact,  eliminating 
the  most  likely  potential  competitors  to  the  current  cable  and  local 
telephone  monopolies? 

Ms.  Steptoe.  Yes;  again,  thank  you  for  asking  me  not  to  pre- 
judge, particularly  Bell  Atlantic  where  we  are  not  the  reviewing 
agency.  But,  obviously,  as  you  are  going  down  the  list  of  antitrust 
concerns,  as  I  hope  I  made  clear  in  my  earlier  testimony,  potential 
competition  is  a  major  one  and  you  would  want  to  ask  whether  the 
two  media  are  indeed  potential  competitors,  how  soon  they  are  like- 
ly to  mature  this  potential  competition  into  real  competition,  and 
what  it  is  going  to  do  to  their  incentives  to  do  that,  to  compete,  as, 
in  the  meantime,  they  have  become  partners  in  owning  a  very  im- 
portant piece  of  programming. 

Senator  Metzenbaum.  Thank  you. 

Senator  Simon? 

Senator  SiMON.  Thank  you,  Mr.  Chairman. 

How  do  Justice  and  FTC  determine  who  handles  what? 

Ms.  Steptoe.  We  always  get  asked  that.  We  have  started  a  clear- 
ance procedure,  and  any  time  one  agency  wants  to  open  an  inves- 
tigation it  informs  the  other  agency  and  says,  have  you  any  objec- 
tions. Most  of  the  time,  there  is  enough  antitrust  work  out  there 
for  us  both  to  be  busy  and  there  is  no  objection. 

Sometimes,  the  other  agency  says,  well,  I  was  thinking  of  that 
myself,  and  at  that  point  we  sit  down  and  discuss  which  of  us  can 
do  the  investigation  best,  most  efficiently,  who  can  hit  the  ground 
running  because  we  know  the  industry  better  or  we  know  the  par- 
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ties  better  or  we  have  had  more — it  is  a  theory  that  one  has  had 
more  recent  experience  working  out  in  a  real-world  context. 

Senator  Simon.  And  do  you  share  information? 

Ms.  Steptoe.  Yes,  we  do.  We  don't  necessarily  on  a  daily  basis 
on  any  investigation.  That  would  be  duplicative  and  we  don't  do 
that,  but  we  certainly  are  very  open  to  sharing  our  thoughts  and 
any  background  information  we  have  because  we  are  on  the  same 
team. 

Senator  Simon.  You  mentioned  in  response  to  a  question  from 
Senator  Metzenbaum  a  $10,000-a-day  fine.  When  was  that  initi- 
ated? 

Ms.  Steptoe.  I  really  don't  know.  For  as  long  as  I  can  remember, 
that  has  been  the  upper  limit  of  the  fine. 

Senator  SiMON.  So  that  if,  in  fact,  we  wanted  to  keep  up  with  in- 
flation, we  might  go  back  and  take  another  look  at  that  $10,000- 
a-day  fine  which,  in  this  kind  of  an  operation,  is  not  that  signifi- 
cant a  fine. 

Ms.  Steptoe.  Certainly,  it  has  been  criticized  and  I  personally 
feel  that  it  is  not  always  a  significant  deterrent.  It  depends  on  the 
company  that  you  are  dealing  with. 

Senator  SiMON.  In  my  opening  remarks,  I  mentioned  the  three 
publishing  giants.  Have  you  or  Justice  looked  at  that  aspect  of  this 
at  all? 

Ms.  Steptoe.  The  announcement  by  Paramount  that  it  wants  to 
acquire  McMillian  is  a  new  transaction.  The  mergers  never  stop 
coming  at  you.  It  will  be  one  that  will  be  reviewed.  At  this  time, 
I  don't  know  whether  it  would  be  us  or  Justice  looking  at  it. 

Senator  Simon.  Thank  you,  Mr.  Chairman. 

Senator  Metzenbaum.  I  think  Senator  Specter  was  the  next  to 
arrive.  Senator  Specter? 

Senator  Specter.  Thank  you,  Mr.  Chairman. 

Ms.  Steptoe,  have  you  noted  the  article  in  the  Washington  Post 
regarding  the  TCI  memo  calling  for  price  hikes? 

Ms.  Steptoe.  Yes,  sir,  I  read  that. 

Senator  Specter.  The  story  relates  that  Mr.  Barry  Marshall, 
chief  operating  officer  of  TCI,  sent  out  a  memorandum  on  August 
20,  11  days  before  the  new  cable  rules  took  efi'ect,  asking  systems 
managers  and  division  vice  presidents  to  raise  rates  for  various 
transaction  services  such  as  customer  hookups  and  VCR  hookups 
which  TCI  had  provided  at  free  or  nominal  cost. 

The  thrust,  according  to  the  Washington  Post  story,  was  that 
these  charges  should  be  made  even  though  they  hadn't  been  made 
in  the  past  to  put  the  blame  on  the  Congress  for  passing  the  Cable 
Act  and  then  the  consumers  would  find  that  the  prices  are  really 
increased.  When  questioned  about  this,  Mr.  Marshall,  according  to 
the  news  accounts,  did  not  back  away  from  his  memo,  but  says  that 
these  are  items  which  they  are  going  to  press  on.  The  story  con- 
tains a  notation  that  the  FCC  will  investigate  to  determine  wheth- 
er the  cable  rate  increases  represent  "culpable  evasions." 

Now,  what  action  can  the  FCC  take  in  the  face  of  this  kind  of 
conduct? 

Ms.  Steptoe.  I  am  not  really  sure  of  everything  that  the  FCC 
can  do.  It  is  a  sister  agency  that  I  don't  feel  comfortable  speaking     | 
for.  From  my  perspective  as  an  antitrust  enforcer,  I  think  this  let- 
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ter  highlights  something,  which  is  that  you  can  regulate  all  you 
want,  but  people  will  always  try  to  find  ways  around  it  and  com- 
petition is  far  more  likely  to  impose  some  restraints.  That  letter 
was  saying  the  customers  will  get  used  to  it.  It  was,  in  essence, 
saying  they  have  nowhere  else  to  turn.  If  they  had  somewhere  else 
to  turn,  then  maybe  this  company  wouldn't  be  able  to  get  away 
with  tricks  like  that. 

Senator  Specter.  Well,  in  a  context  where  the  FTC  has  very  sub- 
stantial regulatory  authority  over  TCI,  does  this  kind  of  conduct 
have  any  bearing  at  all  on  motive  or  intent,  or  any  relevance  to 
evaluating  their  good-faith  operation  on  any  of  the  other  Federal 
laws  which  your  Agency  enforces? 

The  point  that  I  am  looking  for  is  here  you  have  the  FTC  taking 
a  close  look  at  TCI.  TCI  is  coming  before  the  FTC  in  a  very  com- 
plex transaction.  It  is  true  that  the  FCC  is  different,  but  where  you 
have  these  kinds  of  calculated  practices,  the  thought  crosses  my 
mind  that  that  might  be  probative  or  relevant  on  some  of  the 
things  which  your  agency  is  doing. 

Ms.  Steptoe.  Yes,  I  think  it  is  on  a  couple  of  points.  One  that 
I  made  is  it  confirms  my  feeling  that  the  problem  we  saw  with 
their  takeover  of  Paramount  is  there,  that  they  shouldn't  get  so 
much  programming  and  that  they  can  exercise  unchallenged  con- 
trol over  what  the  consumers  are  seeing.  Second,  going  back  to 
Senator  Metzenbaum's  question  about  are  you  going  to  be  vigilant 
to  make  sure  they  don't  evade  your  order,  I  think  this  adds  reason 
to  double  our  vigilance. 

Senator  Specter.  Do  you  think  that  there  is  some  inference  on 
predatory  practices  or  bad  faith  which  moves  from  one  situation  to 
the  other? 

Ms.  Steptoe.  I  would  have  to  know  what  the  other  situation  is. 
I  think  we  want  to  be  a  little  wary  of  just  branding  a  company  or 
a  person  as  a  bad  actor  and  taking  off  from  that  point  of  view.  I 
would  examine  each  series  of  problems  that  was  presented  to  me 
with  a  company  on  its  own. 

Senator  Specter.  Well,  that  is  a  generous  attitude  and  perhaps 
it  is  the  correct  attitude,  but  it  is  certainly 

Ms.  Steptoe.  Well,  I  hope  it  doesn't  mean  a  lenient  attitude. 

Senator  Specter.  Well,  it  may  be.  The  difficulties  of  the  regu- 
latory practices  are  extreme,  because  no  matter  how  tightly  a  law 
is  drafted  or  how  tightly  regulations  are  drafted,  it  is  not  possible 
to  contemplate  every  single  circumstance,  and  there  has  to  be  in 
the  industry  some  degree  of  good-faith  compliance  with  what  is 
done.  Where  you  have  this  kind  of  conduct  by  TCI,  it  seems  to  me 
that  it  does  have  some  bearing,  or  at  least  raises  a  question  as  to 
whether  that  kind  of  a  practice  ought  to  be  scrutinized  by  an  agen- 
cy which  contemporaneously  has  a  very  major  matter  under  analy- 
sis by  TCI. 

Let  me  move  to  another  subject  briefly,  Ms.  Steptoe,  and  that  is 
the  enormous  complexity  of  issues  which  are  coming  before  your 
Agency  and  the  Justice  Department.  The  Antitrust  Subcommittee 
is  able  to  deal  with  these  subjects  only  to  a  limited  extent  because 
of  the  very  heavy  press  of  business  which  this  committee  and  the 
Senate  has  generally. 


104 

But  I  note  that  at  a  time  when  you  are  making  a  determination 
as  to  TCI  and  Liberty  and  Paramount  that  Viacom,  QVC's  key 
rival,  is  deahng  with  another  major  cable  system  owner  and  pro- 
grammer backed  by  NYNEX,  and  it  has  somewhat  similar  over- 
tones as  the  QVC-BellSouth  arrangement.  Would  you  be  in  a  posi- 
tion to  comment  about  what  the  implications  of  Viacom's  operation 
and  joinder  activities  are  with  respect  to  the  issue  of  lessening  com- 
petition and  posing  another  antitrust  problem? 

Ms.  Steptoe.  I  am  really  constrained  from  getting  very  specific 
on  matters  that  haven't  been  voted  on  by  the  Commission.  I  think, 
sir,  some  of  my  previous  answers  go  to  that  to  the  extent  that  in 
all  of  these  connections  I  think  both  antitrust  agencies  are  looking 
not  only  in  the  traditional  horizontal  merger  mode,  but  we  are  con- 
sidering questions  of  potential  competition.  In  what  you  have  just 
outlined  there,  and  you  could  probably  give  three  or  four  other  ex- 
amples out  of  the  newspaper  pages  in  the  last  couple  of  weeks, 
there  are  a  lot  of  vertical  alliances  going  on  in  the  telecommuni- 
cations or  communications  industry  and  I  think  all  of  them  poten- 
tially raise  these  questions.  I  am  sure,  whichever  agency  ends  up 
reviewing  them,  the  whole,  as  I  called  it,  laundry  list  of  questions 
will  be  asked. 

Senator  Specter.  Well,  the  second  panel  is  going  to  be  Mr.  Rob- 
ert Allen,  CEO  of  AT&T,  who  will  testify  regarding  AT&T's  acquisi- 
tion of  McCaw  Cellular  Communications,  Inc.,  which  is  the  Na- 
tion's largest  cellular  provider  with  regional  operations  serving 
over  30  percent  of  the  cellular  subscriber  market,  according  to  in- 
formation which  is  provided  to  me.  Here  again,  without  dealing 
with  the  specifics,  don't  we  have  the  same  sort  of  a  concern  about 
antitrust  issues  and  the  lessening  of  competition? 

Ms.  Steptoe.  I  think  the  concerns  certainly  have  to  be  ad- 
dressed, yes. 

Senator  Specter,  In  the  context  of  so  many  of  these  activities, 
are  the  FTC  and  the  Justice  Department  really — I  will  conclude 
within  2  minutes,  Mr.  Chairman — are  the  FTC  and  the  Justice  De- 
partment adequate  staffed  to  undertake  the  kinds  of  searching  in- 
quiries and  legal  analysis  and  factual  analysis  which  are  called  for 
by  these  kinds  of  transactions,  with  so  many  of  them  coming  to  the 
fore  at  the  same  time? 

Ms.  Steptoe.  Well,  I  could  always  use  some  more  resources.  I 
think  we  are  managing,  but  obviously  these  are,  as  you  say,  re- 
source-intensive inquiries.  To  the  extent  we  are  doing  them,  we 
may  have  to  put  some  other  matters  on  the  back  burner.  I  don't 
think,  to  date,  we  have  failed  to  give  the  problems  the  consider- 
ation they  need,  but  if  you  would  love  to  give  us  some  more  money 
to  get  some  more  lawyers  in,  I  could  certainly  use  it. 

Senator  Specter.  Well,  I  would  love  to,  if  we  could.  Just  one 
final  comment,  and  that  is  I  note  that  there  is  a  major  decision 
which  gives  the  networks  now  the  opportunity  to  control  their  pro- 
gramming. Here  we  have  this  major  fight  over  Paramount  which 
has  to  involve  the  Paramount  movie  rights  and  the  enormous  treas- 
ures which  are  in  Paramount.  I  thank  the  chairman  for  scheduling 
these  hearings.  I  just  wish  we  did  not  have  so  many  conflicting  re- 
sponsibilities. We  have  got  the  crime  bill  on  the  floor.  I  have  an 
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amendment  coming  up.  I  know  Senator  Metzenbaum  and  Senator 
Thurmond  do,  too. 

But  we  wish  you  well,  and  if  you  can  give  some  specifics  on  what 
you  need,  we  would  like  to  help  you  have  sufficient  resources  to 
deal  with  these  complex  issues.  This  is  the  kind  of  a  matter  that 
a  major  law  firm  would  put  a  phalanx  of  partners  and  associates 
and  paralegals  on  for  months.  Do  you  do  that? 

Ms.  Steptoe.  I  think  our  phalanxes  are  much  smaller. 

Senator  Specter.  Thank  you. 

Senator  Metzenbaum.  Thank  you  very  much,  Senator  Specter. 
Senator  Specter,  I  am  not  sure  if  you  were  here  earlier,  but  I  had 
indicated  that  I  was  going  to  explore  whether  or  not  we  don't  have 
to  revisit  the  whole  question  of  cable  regulation.  I  am  going  to  ask 
my  staff  to  speak  with  yours  concerning  the  possibility  of  your  in- 
terest in  that  subject  because  I  think  it  is  pretty  obvious  from  this 
memo  that  we  haven't  done  all  that  we  should  have  done  and  could 
have  done. 

Senator  Specter.  I  take  it  that  is  an  announcement  of  your  can- 
didacy for  reelection,  Senator  Metzenbaum.  [Laughter.] 

Senator  Thurmond.  His  reelection  or  his  son-in-law's  election? 

Senator  Metzenbaum.  Well,  I  guess  that  is  another  subject. 

OPENING  STATEMENT  OF  HON.  STROM  THURMOND,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  SOUTH  CAROLINA 

Senator  Thurmond.  Mr.  Chairman,  I  am  going  to  make  my  open- 
ing statement  and  then  I  will  ask  a  few  questions. 

This  morning,  we  hold  our  second  hearing  on  recent  proposed 
transactions  in  the  telecommunications  industry.  In  the  short  time 
since  our  last  hearing,  the  complexion  of  two  of  these  transactions 
has  changed  significantly.  Yesterday,  the  Federal  Trade  Commis- 
sion announced  a  consent  decree  which  will  sever  the  relationship 
between  TCI  and  QVC  in  its  bid  for  Paramount.  This  eliminates 
the  connection  between  the  Bell  Atlantic-TCI  merger  and  the  QVC- 
Paramount  tender  offer,  and  resolves  many  of  the  competitive  con- 
cerns that  were  expressed  at  our  last  hearing. 

At  the  last  hearing,  I  stated  that  I  was  confident  that  the  anti- 
trust enforcement  agencies  would  carefully  scrutinize  large  tele- 
communications mergers  so  that  the  Congress  did  not  need  to 
micromanage  the  antitrust  review  of  these  transactions.  I  am 
pleased  that  the  Federal  Trade  Commission  was  able  to  provide 
rapid  analysis  and  action  in  their  decision  to  block  the  participa- 
tion of  TCI  in  the  proposed  acquisition  of  Paramount. 

While  the  Congress  must  determine  whether  any  changes  in  law 
are  necessary,  and  may  hold  appropriate  oversight  hearings,  the 
signing  of  this  consent  decree  confirms  that  the  antitrust  enforce- 
ment agencies  are  where  the  full  competitive  analysis  and  any  nec- 
essary antitrust  challenges  should  take  place. 

The  recent  changes  in  the  transactions  also  give  some  indication 
of  the  fragility  of  these  unconsummated  proposals  and  reinforce  my 
concerns  that  these  congressional  hearings  not  be  taken  as  any  de- 
termination that  the  mergers  will  not  or  should  not  survive  thor- 
ough antitrust  analysis  by  the  antitrust  enforcement  agencies.  The 
role  of  the  Congress  should  be  to  maximize  the  benefits  to  consum- 
ers by  ensuring  that  laws  and  regulations  keep  up  with  the  conver- 
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gence  of  telephone,  cable,  and  wireless  technologies  so  that  com- 
petition can  flourish  wherever  possible  in  the  marketplace. 

Mr.  Chairman,  I  want  to  thank  all  these  witnesses  who  are  here 
today  for  appearing  before  the  subcommittee. 

Now,  Ms.  Steptoe,  I  welcome  you  to  the  subcommittee.  How  long 
have  you  been  with  the  FTC? 

Ms.  Steptoe.  Virtually  all  of  my  working  life.  Are  you  going  to 
make  me  say  when  I  started? 

Senator  Thurmond.  Administrations  change,  but  you  stay  on  for- 
ever. 

Ms.  Steptoe,  I  want  to  commend  you  and  the  Federal  Trade  Com- 
mission for  rapidly  analyzing  and  acting  on  the  TCI-QVC-Para- 
mount  proposed  merger.  Would  you  say  that  this  is  an  example  of 
antitrust  scrutiny  by  the  antitrust  enforcement  agencies  working 
as  it  is  supposed  to  in  order  to  protect  American  consumers  from 
potentially  anticompetitive  transactions? 

Ms.  Steptoe.  Yes,  sir,  I  would,  and  if  I  could  take  a  minute  I 
would  like  to  say  that  the  reason  we  were  able  to  act  so  fast  is  that 
we  had  attorneys  who  worked  virtually  night  and  day  and  slept  in 
their  offices  and  didn't  stop  until  they  had  gotten  the  answers  that 
they  needed  to  get.  I  think  the  staff  of  the  Bureau  of  Competition 
deserves  great  commendation. 

Senator  Thurmond.  Ms.  Steptoe,  do  you  have  any  concern  that 
the  antitrust  enforcement  agencies  will  not  be  able  to  properly  ana- 
lyze the  competitive  effects  and  determine  whether  it  is  necessary 
to  oppose  on  antitrust  grounds  the  Bell  Atlantic-TCI  merger,  the 
AT&T-McCaw  merger,  or  BellSouth's  possible  participation  in 
QVC? 

Ms.  Steptoe.  I  think  speaking  especially  for  my  agency,  I  have 
no  concerns.  As  I  was  saying  earlier,  I  think  we  have  been  thinking 
through  the  issues  for  a  long  time.  We  are  well  up  on  the  theory. 
We  have  extensive  experience  in  this  industry,  in  the  information 
delivery  industry.  I  don't  think  it  has  yet  evolved  to  knowing  what 
its  future  name  is  going  to  be.  So  I  think  we  are  poised  to  be  able 
to  deal  with  whatever  comes  down  the  pike  next  and  analyze  it  ap- 
propriately. 

Senator  THURMOND.  Ms.  Steptoe,  in  a  thorough  antitrust  agency 
review  of  a  large  merger  such  as  the  Bell  Atlantic-TCI  transaction, 
assuming  that  a  second  request  for  information  is  issued,  can  you 
give  us  a  general  idea  of  the  magnitude  of  the  investigation  in 
terms  of  how  many  documents  the  agency  could  receive  from  the 
parties,  how  many  interviews  will  be  conducted  by  the  agency  of 
employees  of  the  parties  and  third  parties,  and  how  many  agency 
attorneys  and  economists  might  be  involved  in  conducting  the  in- 
vestigation and  deciding  whether  to  challenge  the  merger  on  anti- 
trust grounds? 

Ms.  Steptoe.  The  documentary  returns  can  vary,  sir.  It  depends 
on  how  much  paper  a  company  generates  and  what  the  industry 
is  like.  There  is  a  core  series  of  questions  we  ask  in  virtually  every 
second  request.  Sometimes,  that  generates  a  response  of,  you  know, 
10  cartons  of  documents;  sometimes  it  can  be  several  hundred.  It 
depends  really  on  the  industry. 

We  do  interview  numerous  employees  of  the  parties.  We  also 
interview  customers.  We  interview  competitors.  We  deal  with,  if  we 
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can  find  them,  experts  on  the  industry.  It  is  quite  a  thoroughgoing 
investigation.  Our  staffing  of  mergers  usually  starts  off  with  one  or 
two  attorneys  and  as  we  approach  a  situation  where  we  think  we 
might  have  to  challenge  it  in  court,  we  may  staff  it  up  to,  say, 
about  10  attorneys,  probably,  no  more  than  that.  The  earlier  re- 
mark about  phalanxes — that  is  the  size  of  my  phalanx,  10. 

Senator  THURMOND.  Ms.  Steptoe,  from  your  perspective  at  the 
Federal  Trade  Commission,  what  can  the  Congress  do  to  encourage 
competition  in  the  telecommunications  industry?  Do  you  have  any 
recommendations  about  laws  or  regulations  that  should  be  changed 
by  the  Congress  to  foster  competition  in  this  evolving  industry'? 

Ms.  Steptoe.  Sir,  I  don't  feel  competent  to  recommend  legislation 
to  you,  but  I  would  ask  for  the  continued  support  that  you  and  all 
the  members  of  this  subcommittee  have  shown  to  the  antitrust 
agencies  because  I  think  whatever  else  happens  in  the  area  of  leg- 
islation, having  vigorous  antitrust  enforcement  is  going  to  contrib- 
ute to  keeping  competition  alive  in  this  industry  as  it  develops. 

Senator  Thurmond.  Thank  you,  Mr.  Chairman.  Thank  you,  Ms. 
Steptoe. 

Senator  Metzenbaum.  Thank  you,  Senator  Thurmond. 

Ms.  Steptoe,  thank  you  very  much.  You  are  indeed  one  of  the  un- 
sung heroes  of  government. 

Ms.  Steptoe.  Thank  you. 

Senator  Metzenbaum.  People  oftentimes  talk  about  government 
not  doing  a  job,  people  not  caring.  I  don't  have  much  doubt  in  my 
mind  that  with  your  experience  you  could  have  gone  out  and  made 
a  lot  more  money  than  you  are  making  working  for  the  Govern- 
ment. But  I  just  want  to  say  as  chairman  of  this  subcommittee, 
and  I  think  I  speak  for  all  of  the  members  of  the  subcommittee,  we 
are  really  very  grateful  to  you  for  the  public  service  that  you  have 
devoted  yourself  to,  I  guess,  ever  since  you  came  out  of  law  school. 
The  people  are  lucky  to  have  you  in  that  position,  and  I  hope  no- 
body comes  along  with  such  a  substantial  offer  that  they  will  take 
you  away  to  some  private  law  office  or  some  private  corporation. 

Thank  you  very  much  on  behalf  not  only  of  this  subcommittee, 
but  the  people  of  the  country.  Thanks  a  lot. 

Ms.  Steptoe.  Thank  you,  sir. 

Senator  Metzenbaum.  Our  next  witness  is  Robert  E.  Allen, 
chairman  of  the  board  and  chief  executive  officer  of  AT&T.  We  are 
happy  to  have  you  return  to  be  with  us,  Mr.  Allen.  Please  proceed. 

STATEMENT  OF  ROBERT  E.  ALLEN,  CHAIRMAN  OF  THE  BOARD 
AND  CHIEF  EXECUTIVE  OFFICER,  AT&T 

Mr.  Allen.  Thank  you,  Mr.  Chairman.  Mr.  Chairman  and  mem- 
bers of  the  subcommittee,  as  you  noted,  I  am  Robert  E.  Allen.  I  am 
chairman  and  chief  executive  officer  of  AT&T,  and  I  welcome  this 
opportunity  to  discuss  the  issues  being  raised  by  the  winds  of 
change  that  are  swirling  through  our  industry  today. 

Specifically,  I  will  address  the  questions  that  arise  from  AT&T's 
proposed  merger  with  McCaw  and  the  very  different  issues  that 
surround  the  proposed  Bell  Atlantic-TCI  merger  and  similar  trans- 
actions between  other  regional  Bell  operating  companies,  the  so- 
called  RBOC's,  and  cable  companies. 
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I  want  to  make  three  principal  points  this  morning.  First,  in 
evaluating  any  of  these  transactions,  I  think  the  critical  question 
for  the  Government  and  for  this  distinguished  subcommittee  is 
whether  they  will  strengthen  or  retard  competition.  Second, 
AT&T's  proposed  merger  with  McCaw  is  manifestly  procompetitive. 
Third,  while  we  believe  that  the  proposed  Bell  Atlantic-TCI  merger 
includes  many  positive  aspects,  that  transaction  presents  very  dif- 
ferent competitive  issues  than  does  the  AT&T-McCaw  proposed 
merger.  . 

Mr.  Chairman,  telecommunications  is  an  area  in  which  national 
policy  should  be  very  clear  and  very  simple,  and  that  is  to  create 
conditions  that  allow  vigorous  competition  to  develop  in  each  poten- 
tially competitive  segment  of  the  market.  Our  own  experience  since 
divestiture  offers  a  powerful  lesson.  Competition  has  spurred  the 
delivery  of  the  most  advanced,  most  cost-efficient,  most  widely 
available  service  to  Americans  in  the  shortest  possible  time. 

Robust,  often  fierce  competition  in  the  long-distance  communica- 
tions equipment,  and  in  the  enhanced  services  market  has  deliv- 
ered exactly  the  consumer  benefits  that  we  expected  from  a  com- 
petitive market,  a  dazzling  array  of  new  services  and  features,  and 
prices  have  dropped  dramatically.  AT&T  believes  competition 
would  produce  similar  benefits  in  the  one  area  of  telecommuni- 
cations that  remains  a  rock-solid  monopoly,  and  that  is  the  basic 
local  exchange  service.  That  is  why  we  have  urged  State  and  Fed- 
eral regulatory  authorities  and  the  Congress  to  adopt  policies  that 
eliminate  barriers  to  entry  into  these  markets  and  otherwise  per- 
mit competition  to  develop  whenever  it  is  economically  and  tech- 
nically feasible. 

To  the  degree  that  the  proposed  Bell  Atlantic-TCI  merger  fos- 
tered this  competition,  AT&T  believes  it  would  be  a  positive  devel- 
opment. But  it  is  critically  important  that  this  transaction  and  oth- 
ers like  it  be  structured  in  a  way  that  promotes  potential  future 
competition  between  cable  and  local  exchange  service  rather  than 
retard  it 

AT&T's  proposed  merger  with  McCaw  does  not  raise  any  of  these 
concerns.  On  the  contrary,  this  merger  would  have  only  one  com- 
petitive consequence,  and  that  is  to  promote  competition  in  the 
wireless  service  market.  McCaw  today  provides  cellular  service  to 
about  17  percent  of  the  Nation's  cellular  customers,  but  McCaw  op- 
erates under  the  handicap  of  competing  with  affiliates  of  the 
RBOC's  who  have  both  the  incentive  and  the  ability  to  use  their 
bottlenecks  to  impede  competition. 

Like  all  long-distance  carriers,  including  AT&T,  McCaw  is  de- 
pendent on  the  RBOC's  and  other  local  exchange  providers.  The 
fact  is  that  some  99  percent  of  all  calls  made  by  cellular  customers 
are  placed  to  landline  phones  and  require  local  exchange  facilities 
to  complete  the  call  or  to  be  connected  to  the  long-distance  carrier 
of  their  choice. 

The  chart  that  you  see,  Mr.  Chairman,  on  your  right,  on  my  lett, 
illustrates  the  point.  Here  is  the  concrete  example.  If  you  make  a 
cellular  telephone  call  from  your  car  to  your  A.A.  in  the  Senate, 
that  call  begins  over  the  cellular  network  and  it  almost  simulta- 
neously is  handed  off,  however,  in  this  case  to  C&P's  local  monop- 
oly network  for  completion. 
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Similarly,  in  the  case  of  the  3  to  5  percent  of  all  cellular  calls 
that  are  long  distance,  C&P  delivers  that  call  from  the  cellular  net- 
work to  an  interexchange  carrier's  network  over  its  local  bottleneck 
facilities.  In  spite  of  the  fact  that  the  proposed  AT&T-McCaw  merg- 
er is  manifestly  procompetitive,  the  RBOC's  have  argued  that  it 
would  require  removing  or  modifying  the  MFJ's  long-distance  or 
manufacturing  restriction.  Their  arguments  are  completely  without 
merit. 

They  say,  for  example,  that  this  merger  represents  AT&T  enter- 
ing the  local  telephone  business,  that  it  permits  us  to  b3q)ass  the 
local  monopoly  that  you  see  illustrated  there.  They  are  wrong. 
These  claims  are  not  true  today  and  they  will  not  be  true  for  the 
foreseeable  future.  Cellular  radio  is  simply  not  basic  local  phone 
service.  It  extends  that  service,  but  does  not  and  cannot  displace 
local  service. 

More  to  the  point,  as  the  chart  shows,  we  do  not  bypass  the  local 
networks.  Today,  99  percent  of  the  time  the  connection  between  a 
cellular  system  and  AT&T's  long-distance  network  is  provided  by 
an  RBOC  or  another  franchise  local  exchange  monopoly.  The 
RBOC's  talk  about  competing  on  equal  terms,  but  there  is  nothing 
equal  when  they  control  the  local  monopoly  facilities  on  which  all 
long-distance  carriers  depend  to  reach  their  customers  and  on 
which  all  cellular  carriers  similarly  depend.  That  bottleneck  will 
not  disappear  until  local  exchange  competition  becomes  a  reality. 
AT&T's  merger  with  McCaw  will  not  affect  the  monopoly  nature  of 
the  local  exchange  one  bit. 

Finally,  Mr.  Chairman,  I  want  to  briefly  outline  why  the  Bell  At- 
lantic-TCI  merger  is  substantially  different  than  that  between 
AT&T  and  McCaw.  First,  AT&T  and  McCaw  are  each  participants 
in  a  highly  competitive  business,  or  businesses,  I  should  say.  By 
contrast.  Bell  Atlantic  and  TCI  are  monopoly  service  providers 
today  and  represent  the  most  likely  potential  future  competitors  in 
each  other's  businesses.  Their  merger  would  be  a  very  positive  de- 
velopment if  it  would  spur  competition  between  cable  and  local 
telephone  companies. 

Second,  AT&T  and  McCaw  each  operate  as  common  carriers. 
Neither  owns  or  controls  the  content  of  the  information  that  they 
transmit.  By  contrast,  Bell  Atlantic-TCI  would  obviously  control 
both  programming  and  distribution  facilities.  This  is  why  we  be- 
lieve the  merger  should  be  conditioned  on  Bell  Atlantic  spinning  off 
the  in-region  cable  properties. 

Third,  AT&T  has  committed  to  provide  full  choice  of  long-dis- 
tance carriers  to  McCaw's  customers,  strengthening  the  procom- 
petitive nature  of  this  merger.  By  contrast,  at  least  to  my  knowl- 
edge, neither  Bell  Atlantic  nor  TCI  has  indicated  that  their  TCI 
cable  systems  will  offer  equal  access  to  providers  of  video  program- 
ming, long-distance  services,  or  customer  equipment.  We  believe 
this  is  an  important  procompetitive  requirement. 

These  differences  do  not  mean  that  the  Bell  Atlantic-TCI  deal 
should  not  go  forward.  Again,  we  believe  it  has  positive  potential, 
given  the  conditions  that  eliminate  substantial  anticompetitive  con- 
cerns. But  these  differences  do  mean  that  regardless  of  the  disposi- 
tion of  the  Bell  Atlantic-TCI  merger,  AT&T's  proposed  merger  with 
McCaw  is  entirely  procompetitive.  It  raises  no  substantial  competi- 
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tive  concerns  and  provides  absolutely  no  reasons  to  modify  the 
MFJ. 

Thank  you,  Mr.  Chairman.  I  will  be  glad  to  stand  for  your  ques- 
tions. 

[The  prepared  statement  of  Mr.  Allen  follows:] 

Prepared  Statement  of  Robert  E.  Allen 

SUMMARY 

The  critical  question  for  government  in  assessing  the  AT&T-McCaw  merger,  the 
Bell  Atlantic-TCI  merger  and  similar  transactions  between  Regional  Bell  Operating 
Companies  (RBOCs)  and  cable  companies  should  create  conditions  that  will  allow 
competition  to  develop  in  the  only  remaining  monopoly  segments  of  telecommuni- 
cations— local  exchange  and  cable — whenever  that  competition  becomes  techno- 
logically and  economically  feasible. 

AT&T's  proposed  merger  with  McCaw  is  manifestly  pro-competitive.  AT&T  and 
McCaw  each  compete  in  separate  and  distinct  competitive  markets  that  depend  on 
access  to  RBOC  local  telephone  monopolies:  AT&T  in  the  manufacture  of  tele- 
communications and  computer  equipment  and  the  provision  of  long-distance  serv- 
ices; McCaw  in  the  provision  of  two-way  cellular  radio,  one-way  paging  and  other 
"mobile  radio"  services.  AT&T's  participation  in  the  mobile  services  market  through 
McCaw  is  no  more  a  threat  to  competition  than  is  its  provision  of  CPE,  PBXs,  long 
distance  services  or  other  services  that  also  depend  on  nondiscriminatory  access  to 
local  telephone  facilities. 

The  merger  will  promote  competition  in  mobile  services  markets  by  ameliorating 
some  of  the  artificial  advantages  the  RBOCs  have  enjoyed  and  by  making  McCaw 
a  more  eifective  wireless  competitor.  AT&T  has  committed  that  McCaw  will  offer 
equal  access  to  long-distance  carriers  for  McCaw  customers  if  the  merger  is  con- 
summated, thereby  fostering  additional  interexchange  competition,  rather  than  re- 
ducing it. 

The  attempts  of  the  RBOCs  to  use  the  merger  to  obtain  MFJ  reUef  or  conditions 
on  competitive  businesses  are  spurious.  An  analysis  of  the  facts  shows  that  these 
claims  are  false  and  misleading.  The  MFJ  already  provides  in  Section  VIII(C)  for 
the  removal  or  modification  of  the  restrictions  when  the  RBOCs  can  no  longer  exer- 
cise monopoly  power. 

Although  the  proposed  TCI-Bell  Atlantic  merger  has  positive  aspects  to  it,  these 
transactions  present  very  different  competitive  issues  than  does  the  AT&T-McCaw 
merger.  It  is  critical  that  telephone/cable  transactions  be  structured  so  that  they  fos- 
ter potential  future  competition  between  today's  cable  and  exchange  monopoUes, 
rather  than  inhibit  it.  And,  more  importantly,  that  the  issues  surrounding  the  Bell 
Atlantic-TCI  deal  and  others  like  it,  not  be  allowed  to  cloud  discussion  about  the 
AT&T-McCaw  deal. 


Mr.  Chairman  and  members  of  the  Subcommittee.  My  name  is  Robert  E.  Allen. 
I  am  Chairman  of  the  Board  and  Chief  Executive  Officer  of  AT&T.  I  appreciate  the 
invitation  to  appear  today  to  discuss  the  questions  that  have  been  raised  by  AT&T's 
proposed  merger  with  McCaw  and  the  quite  different  issues  raised  by  the  proposed 
TCI-Bell  Atlantic  merger,  and  the  similar  transactions  between  other  Regional  Bell 
Operating  Companies  ("RBOCs")  and  cable  systems. 

My  testimony  makes  three  principal  points.  First,  in  assessing  all  these  trans- 
actions, the  critical  question  for  the  government  should  be  whether  they  will  foster 
or  retard  competition.  The  provisions  of  the  Modification  of  Final  Judgment  ("MFJ") 
and  other  such  fundamental  changes  in  the  structure  of  the  telecom  industry  meas- 
ures have  created  extraordinary  benefits  for  consumers  and  entrepreneurs  in  long 
distance,  equipment  manufacturing  and  customer  premises  equipment  ("CPE").  Gov- 
ernment's principal  objective  should  be  to  create  conditions  that  could  allow  com- 
parable competition  to  develop  in  the  only  remaining  monopoly  segments  of  tele- 
communications— local  exchange  and  cable — if  and  when  that  competition  becomes 
technologically  and  economically  feasible.  In  this  regard,  the  Bell  Atlantic-TCI  merg- 
er would  be  a  positive  development  to  the  extent  it  fostered  this  competition. 

Second,  AT&T's  proposed  merger  with  McCaw  is  manifestly  pro-competitive.  Its 
primary  effect  would  be  to  offset  some  of  the  artificial  advantages  that  the  RBOCs 
have  had  in  providing  paging,  cellular  radio,  and  other  mobile  radio  services  and 
to  make  McCaw  a  more  effective  competitor  in  these  markets.  Conversely,  the  merg- 
er could  not  lessen  competition  in  any  market,  and  it  patently  could  afford  no  basis 
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for  modification  of  the  MFJ  unless  and  until  local  exchange  competition  develops. 
Nor  should  the  merger  be  an  occasion  for  imposing  conditions  on  AT&T's  competi- 
tive long  distance  and  manufacturing  businesses. 

Third,  although  the  proposed  TCI-Bell  Atlantic  merger  has  positive  aspects  to  it, 
these  transactions  present  very  different  competitive  issues  than  does  the  AT&T- 
McCaw  merger.  It  is  critical  that  these  transactions  be  structured  so  that  they  fos- 
ter potential  future  competition  between  today's  cable  and  telephone  monopolies, 
rather  than  inhibit  it. 


Telecommunications  is  an  area  in  which  nationad  policy  should  be  very  clear:  to 
foster  the  structural  and  other  conditions  that  allow  competition  to  develop  in  each 
potentially  competitive  segment  of  the  nation's  and  the  world's  telecommunications 
markets.  Competition  will  spur  the  delivery  of  the  most  advanced,  and  most  cost- 
effective,  voice,  data,  video,  and  multi-media  services  to  America's  citizens  in  the 
shortest  time — without  burdening  citizens  and  taxpayers  with  unnecessary  costs. 
Competitively  structured  markets  will  attract  private  investment  and  entrepreneur- 
ial activity  at  the  pace  and  degree  that  the  marketplace  sets  and  demands. 

The  nation's  experience  in  long  distance,  telecommunications  equipment,  and 
other  competitive  telecommunications  markets  is  vivid  testimony  to  these  facts. 
Long  distance  and  telecommunications  equipment  manufacturing  markets  were  po- 
tentially competitive  in  the  decades  that  preceded  the  entry  of  the  1982  Modification 
of  Final  Judgment  ("MFJ").  But  competition  did  not  fully  develop.  However,  com- 

Eetition  flourished  once  the  MFJ  estabUshed  that  the  divested  RBOCs  would  be 
arred  fi-om  providing  long  distance  service  or  manufacturing  equipment  for  as  long 
as  they  had  the  ability  to  use  bottleneck  local  monopolies  to  impede  competition  in 
these  markets.  By  assuring  participants  that  all  would  have  non-discriminatory  ac- 
cess to  RBOC  monopolies  and  to  information  about  them — and  that  none  would  be 
victimized  by  access  discrimination  or  cross-subsidization — the  Decree  created  the 
structiiral  conditions  that  allowed  competition  to  develop. 

One  result  has  been  extraordinary  growth  and  consumer  benefits  in  the  long  dis- 
tance market.  Hundreds  of  new  carriers  have  begun  providing  competing  long  dis- 
tance services  at  lower  prices.  Whereas  there  were  no  national  Eiltematives  to 
AT&T's  long  distance  network  in  1982,  today  there  are  four  national  long  distance 
networks,  dozens  of  regional  networks,  and  several  hundred  resellers.  Indeed, 
whereas  AT&T's  1982  network  was  analog,  thousands  of  miles  of  fiber  optic  cable 
have  been  strung  across  and  up  and  down  the  country  by  numerous  different  car- 
riers. Long  distance  service  is  now  all  digital.  Other  new,  advanced  technologies 
have  been  deployed  in  the  long  distance  networks  with  greater  speed  and  urgency. 
The  net  effect  is  that  consumers  have  benefited  from  dizzying  arrays  of  new  services 
and  features  and  that  prices  have  dropped  dramatically.  As  the  attached  paper  by 
Michael  Porter  demonstrates,  any  contention  that  the  long  distance  market  is  not 
competitive  is  erroneous. 

The  telecommunications  equipment  manufacturing  business  has  also  become  fully 
competitive.  Before  divestiture,  the  RBOCs  had  potent  incentives  to  discriminate  in 
favor  of  an  affiliate  and  to  use  monopoly  revenues  to  cross-subsidize  its  affiUate's 
operations,  and  the  RBOCs  purchased  virtually  all  their  network  equipment  from 
their  captive  Bell  System  manufacturing  affiliate  (Western  Electric).  But  once  the 
Decree  severed  that  captive  relationship  and  barred  the  RBOCs  from  otherwise 
affiliating  with  manufacturers,  the  RBOCs'  sole  incentive  has  been  to  buy  from 
whichever  supplier  offered  the  equipment  with  the  best  combination  of  features  and 
price.  The  RBOCs  thus  structured  their  engineering  and  procurement  operations  to 
assure  that  interested  manufacturers  would  have  access  to  information  required  to 
design  equipment  and  could  compete  on  the  basis  of  the  price  and  quality  of  their 
products.  New  suppliers  with  fresh  ideas  have  entered  the  marketplace;  innovation 
has  accelerated;  and  prices  have  dropped  for  both  the  customers  premises  equip- 
ment and  network  equipment. 

AT&T  believes  competition  would  produce  these  same  benefits  in  the  one  area  of 
telecommunications  that  has  remained  a  bottleneck:  basic  local  exchange,  exchange 
access  and  switching  facilities  that  connect  customers'  premises  to  local  networks 
and  to  long  distance  networks.  Although  these  facilities  have  historically  been  found 
to  be  natural  monopoUes,  technological  developments  that  are  now  underway  hold 
out  the  promise  that  cable  television  systems,  or  other  systems,  could  someday  offer 
alternatives  to  these  monopoly  services.  For  this  reason,  AT&T  has  urged  state  and 
federal  regulatory  authorities  and  the  Congress  to  adopt  regulations  that  will  elimi- 
nate all  government-imposed  barriers  to  entry  in  these  markets  and  otherwise  allow 
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competition  to  develop  in  local  exchange  telecommunications  if,  when,  and  to  what- 
ever extent  it  is  economically  and  technologically  feasible. 

As  explained  below,  the  proposed  TCI-Bell  Atlantic  merger  (and  other  telephone 
company  investments  in  caole  television  systems  such  as  US  West's  investment  in 
Time  Warner)  represent  positive  developments  to  the  extent  they  would  accelerate 
the  development  of  competing  cable  television  systems  that  would  provide  two-way, 
interactive  broadband  services  and  test  whether  the  systems  can  provide  cost-effec- 
tive basic  (narrowband  voice)  telephone  service  as  well.  That  is  why  it  is  critically 
important  that  these  transactions  be  structured  in  ways  that  promote  the  potential 
future  competition  between  cable  and  local  exchange,  rather  than  retard  it. 

II. 

By  contrast,  AT&T's  proposed  merger  with  McCaw  does  not  raise  any  such  con- 
cerns. Once  the  relevant  markets  are  understood,  it  is  very  clear  that  the  merger 
could  have  a  major  positive  competitive  consequence:  to  promote  competition  in  sep- 
arate mobile  services  markets  by  ameliorating  some  of  the  artificial  advantages  cre- 
ated for  the  RBOCs  by  the  FCC  and  by  making  McCaw  a  more  effective  competitor. 
Conversely,  there  is  no  possibility  that  a  merger  of  AT&T  and  McCaw  would  lessen 
actual  or  potential  future  competition  in  any  market,  and  there  is  no  basis  for  the 
attempts  to  condition  approval  of  the  merger  on  MFJ  reUef  for  the  RBOCs  or  on 
anticompetitive  conditions  on  AT&T's  long  mstance  or  manufacturing  businesses. 

AT&T  and  McCaw  are  not  competitors  in  any  market.  All  businesses  in  which 
AT&T  participates  which  are  fully  competitive.  Most  depend  on  access  to  RBOCs' 
local  bottleneck  monopolies:  the  manufacture  of  telecommunications  equipment;  the 
provision  of  long  distance  service;  and  the  provision  of  customer  premises  equip- 
ment, office  telephone  systems  (PBXs),  and  related  local  installation  and  mainte- 
nance services.  McCaw,  by  contrast,  participates  in  a  separate  competitive  market 
which  equally  depends  on  interconnections  with  the  local  exchange  monopolies:  the 
provision  of  two-way  cellular  radio,  one-way  paging,  and  other  "mobile  radio"  serv- 
ices. 

As  the  RBOCs  themselves  have  elsewhere  demonstrated  in  detail,  i  these  mobile 
radio  services  are  provided  in  a  separate  market  from  local  telephone  services  and 
are  in  no  way  substitutes  for  local  telephone  services.  Rather,  mobile  radio  services 
complement  local  telephone  service  by  allowing  mobile  customers  to  access  the  local 
monopolies  of  the  RBOCs  without  being  physically  connected  to  a  telephone  line. 

A  cellular  system  provides  this  capability  through  a  separate  network  of  low-pow- 
ered radio  transmitters  (called  cell  sites)  and  of  mobile  switching  offices  (called 
MTSOs).  As  the  attached  chart  shows,  these  separate  cellular  systems  are  inter- 
connected to  the  local  telephone  monopoly  in  much  the  way  a  business  telephone 
system  (PBX)  is,  and  are  equally  dependent  on  local  exchange  bottlenecks.  For  ex- 
ample, a  call  from  a  cellular  phone  in  Washington,  D.C.  to  the  Senate  Office  Build- 
ing will  begin  over  a  cellular  system,  but  will  be  handed  off  to  C&P's  local  monopoly 
network  and  delivered  by  C&P  to  the  Senate  Office  Building.  Similarly,  in  the  case 
of  the  small  fraction  (3  to  5  percent)  of  cellular  calls  that  are  long  distance  calls, 
C&P  delivers  the  calls  from  the  cellular  network  to  the  interexchange  carriers'  net- 
works over  C&Fs  bottleneck  facilities. 

The  nearly  complete  dependence  of  all  cellular  carriers  (including  McCaw)  on  the 
RBOCs  and  other  local  exchange  carriers  is  illustrated  by  the  fact  uiat  some  99  per- 
cent of  calls  made  by  cellular  customers  are  placed  to  "landline"  telephones  and  re- 
quire use  of  local  exchange  faciUties  to  terminate  the  call  (or  to  provide  connections 
to  a  long  distance  carrier  like  AT&T  or  MCI). 

THE  MERGER  WILL  MANIFESTLY  PROMOTE  COMPETITION  BETWEEN  MCCAW  AND  RBOC'S 

McCaw  today  provides  cellular  service  to  about  17  percent  of  the  nation's  cellular 
subscribers,  but  McCaw  has  been  seriously  handicapped  in  doing  so.  These  handi- 
caps derive  from  the  fact  that  McCaw  has  had  to  compete  with  affiUates  of  the 
RBOC  (or  other  local  monopolies).  The  RBOC  affihates  are  well-known  and  well-fi- 


iThe  RBOCs  themselves  have  advised  the  Justice  Department,  that  competition  between  cel- 
lular and  local  exchange  service  is  "nowhere  near  imminent:" 

It  has  been  suggested,  however,  that  mobile  services  are  converging  with  landline 
services.  *  *  *  Given  the  vast  discrepancy  in  both  price  and  present  levels  of  penetra- 
tions, direct  competition  [with  landline  services]  is  nowhere  near  imminent. 

Report  of  the  Bell  Companies  on  Competition  in  Wireless  Telecommunications  (p.  185),  dated 
October  31,  1991,  and  filed  with  the  Department  of  Justice  December  13,  1991,  in  support  of 
the  RBOCs'  wireless  waiver  request. 
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nanced.  They  have  substantial  technological  and  other  resources.  As  the  FCC  has 
further  found,  they  have  the  ability  and  the  incentive  to  use  their  bottleneck  monop- 
oUes  to  impede  competition  by  McCaw  and  others.  Finally,  the  FCC  gave  the  RBOCs 
additional  artificial  advantages  in  providing  these  services. 

For  example,  whereas  McCaw  had  to  make  substantial  investments,  and  incur 
huge  amounts  of  debt,  to  acquire  its  cellular  licenses,  the  RBOCs  were  automatically 
allocated  most  of  their  licenses  by  the  FCC  at  no  cost.  The  FCC  procedure  further 
allowed  the  RBOCs  to  receive  substantial  "headstarts"  in  commencing  cellular  serv- 
ice. The  net  effect  of  these  artificial  preferences  is  that  while  each  RBOC  is  finan- 
cially strong,  McCaw  had  to  take  on  large  debt  burdens  in  order  to  acquire  licenses. 
Today  McCaw  is  a  highly  leveraged  firm  with  a  net  book  debt  ratio  or  over  70  per- 
cent and  correspondingly  constrained  financing  capabilities. 

The  effect  of  the  merger  is  that  it  would  enable  McCaw  to  offset  some  of  these 
disadvantages  and  be  a  more  effective  competitor  to  the  RBOCs.  The  merger  would 
give  McCaw  access  to  a  strong  brand  name  (AT&T)  so  as  to  better  compete  with 
the  well-known  RBOCs.  The  merger  would  give  McCaw  access  to  more  advan- 
tageous financing,  which  would  be  more  comparable  to  what  RBOCs  enjoy.  The 
merger  would  give  McCaw  access  to  AT&T's  marketing  and  technological  capabili- 
ties and  its  traditions  of  customer  service.  Finally,  because  AT&T  beUeves  that  all 
wireless  customers  should  have  a  choice  of  long  distance  carriers  (as  cellular  cus- 
tomers now  do  only  on  RBOC  systems),  AT&T  has  committed  that  McCaw,  too,  will 
offer  equal  access  after  the  merger  is  consummated.  All  these  features  of  the  merger 
are  pro-competitive. 

A  MERGER  OF  AT&T  AND  MCCAW  WILL  NOT  LESSEN  COMPETITION  IN  ANY  MARKET 

A  merger  of  AT&T  and  McCaw  could  not  substantially  lessen  competition  in  any 
relevant  market.  There  is  no  substantial  competition  between  AT&T  and  McCaw 
today  and  a  merger  could  not  substantially  lessen  futxire  competition  in  any  market. 

First,  AT&T's  participation  in  McCaw  would  not  adversely  effect  competition  in 
mobile  radio  services.  These  are  wireless  telecommunications  markets  in  which  two 
cellular  licensees,  SMR  hcensees,  and  others  compete  today,  and  in  which  Congress 
and  the  FCC  have  provided  for  the  future  entry  of  numerous  PCS  and  other  wire- 
less carriers.  Indeed,  four  times  more  spectrum  has  been  allocated  to  these  new 
wireless  carriers  (200  MHz)  than  to  cellular  carriers  (50  MHz)  (see  Pub.  L.  No.  103- 
66,  107  Stat.  312,  sec.  6001),  and  the  FCC  has  announced  it  will  issue  seven  new 
wireless  service  licenses  in  each  geographic  area  of  the  country  beginning  next 
Spring. 

The  only  entities  that  could  conceivably  exercise  market  power  in  mobile  radio 
service  markets  are  the  RBOCs  and  other  LECs.  For  it  is  the  LECs  that  control  the 
local  monopoly  facilities  that  cellular  and  mobile  systems  must  use  to  provide  local 
calling  and  that  provide  access  to  interexchange  csirriers.  Indeed,  AT&'T's  participa- 
tion in  the  mobile  services  markets  through  McCaw  is  no  more  a  threat  to  competi- 
tion than  is  its  provision  of  CPE,  PBXs,  long  distance  services  or  other  services  that 
also  depend  on  non-discriminatory  access  to  local  bottleneck  facilities. 

Second,  AT&T's  participation  in  McCaw  would  not  adversely  affect  competition  in 
the  provision  of  interexchange  services.  Todav,  domestic  service  is  a  highly  competi- 
tive $50-55  billion  market  in  which  comparaole  interexchange  services  are  provided 
to  mobile  and  landline  customers  alike  by  dozens  of  facilities-based  carriers  and 
hundreds  of  resale  carriers.  The  long  distance  usage  of  McCaw's  cellular  subscribers 
today  represents  a  minute  fraction  of  that  market  (less  than  two  one  hundredths 
of  one  percent).  Further,  McCaw  and  AT&T  generally  do  not  compete  for  any  of  this 
business  today,  for  McCaw  customers  can  now  receive  only  a  McCaw  long  distance 
service  (which  McCaw  provides  by  buying  services  of  facilities-based  carriers  and  re- 
selling it).  By  contrast,  because  AT&T  has  committed  to  provide  equal  access,  the 
merger  will  not  reduce  but  will  foster  additional  long  distance  competition  by  pro- 
viding more  choice  for  customers. 

Finally,  the  transaction  woxild  have  no  adverse  impact  on  competition  in  the  man- 
ufacture of  telecommunications  equipment.  This  is  a  highly  competitive  worldwide 
market  in  which  AT&T  competes  with  Motorola,  Ericsson,  Northern  Telecom,  Sie- 
mens, NEC,  and  others  for  the  business  of  LECs,  wireline  and  nonwireline  cellular 
carries,  and  others.  Because  McCaw's  cellular  competitors  have  a  choice  of  numer- 
ous vendors,  AT&T's  incentive  would  continue  to  be  to  assure  non-discriminatory 
treatment  of  all  its  cellular  equipment  customers.  Similarly,  because  McCaw  is  not 
rate  regulated,  because  it  faces  competition  from  cellular  carriers  today,  and  because 
it  will  face  enhanced  competition  from  SMR  licensees  shortly  and  PCTN  licensees  in 
the  futxire,  McCaw's  sole  incentive  would  continue  to  be  to  purchase  the  equipment 
in  order  to  provide  the  most  cost  effective  and  rapid  access  to  services  and  features. 
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THE  ATTEMPTS  TO  USE  THE  MERGER  TO  OBTAIN  MFJ  RELIEF  OR  CONDITIONS  ON 
COMPETITIVE  BUSINESSES  ARE  SPURIOUS 

The  Regional  Bell  Operating  Companies  have  nonetheless  argued  that  this  merg- 
er, if  consummated,  would  require  removal  or  modification  of  the  MFJ's  long  dis- 
tance and  manufacturing  line  of  business  restriction  on  the  RBOCs.  Further,  the 
RBOCs  (and  MCI)  have  sought  to  use  the  merger  to  impose  various  conditions  on 
AT&T's  competitive  long  distance  or  manufacturing  businesses.  These  arguments 
are  spvuious. 

First,  the  RBOCs  claim  that  they  are  entitled  to  MFJ  relief  because  they  allege 
that  AT&T  is  entering  the  local  telephone  business,  and  that  AT&T  can,  or  will 
hereafter,  "bypass"  the  RBOCs'  local  telephone  access  services  by  building  AT&T  fa- 
cihties  to  connect  McCaw's  cellular  systems  to  AT&T's  long  distance  network.  The 
RBOCs  are  confused  on  several  scores. 

Cellular  radio  simply  is  not  basic  local  telephone  business.  As  I  explained  above, 
it  is  offered  over  separate  systems  of  radio  transmitters  and  switches  which  (like 
"PBXs")  deoend  on  interconnections  with  the  local  telephone  networks  of  the 
RBOCs.  More  to  the  point,  AT&T  does  not  "bypass"  these  local  networks.  Today,  it 
is  the  case  99  percent  of  the  time  that  the  access  facilities  that  connect  cellular  sys- 
tems to  AT&T's  long  distance  network  are  provided  by  an  RBOC  or  some  other  fran- 
chised  local  exchange  company.  Moreover,  under  today's  economics,  bypass  is  not 
cost-effective.  AT&T  s  studies  show  that  the  economies  of  scale  mean  that  these  ac- 
cess facilities  remedn  natural  monopolies  today. 

That  is.  of  course,  not  to  say  that  things  could  not  change  in  the  future.  There 
is  much  speculation  that  radio  or  other  technologies  could  someday  create  alter- 
natives to  today's  local  exchange  monopolies.  Such  competition  would  be  beneficial. 
We  hope  alternatives  will  develop.  Although  we  do  not  beUeve  that  this  could  hap- 
pen in  the  near  or  foreseeable  futiire,  it  is  important  to  understand  that  the  MFJ 
already  provides  a  remedy  for  this  contingency.  If  future  technological  changes  end 
the  monopoly  character  of  the  exchange,  then  Section  VIII(C)  of  the  MFJ  will  re- 
quire removal  or  modification  of  the  restrictions.  See  United  States  v.  AT&T,  552 
F.  Supp.  131,  184-85  (D.D.C.  1982),  affd,  460  U.S.  1001  (1983). 

Second,  the  RBOCs  also  have  sought  removal  of  the  MFJ's  long  distance  and  man- 
ufacturing restrictions  on  the  ground  that  that  would  allegedly  allow  them  to  com- 
pete on  "equal  terms"  with  AT&T-McCaw.  What  this  ignores  is  that  AT&T-McCaw 
and  the  RBOCs  aren't  equal.  The  RBOCs  control  the  local  bottleneck  monopoUes  on 
which  all  long  distance  carriers  depend  to  reach  all  their  customers  (cellular  and 
otherwise)  and  on  which  all  cellular  carriers  depend  to  provide  their  service— and 
which  have  led  to  numerous  other  advantages  for  RBOCs.  Because  the  control  of 
this  bottleneck  would  allow  the  RBOCs  to  stifle  interexchange  and  manufacturing 
competition,  the  MFJ  requires  that  the  RBOCs  be  excluded  from  long  distance  and 
manufacturing  markets  so  long  as  they  have  this  substantial  ability  to  use  local  mo- 
nopolies to  impede  competition. 

Indeed,  if  the  RBOCs  were  interested  in  true  "equality,"  each  would  do  what  one 
RBOC  (Pacific  Telesis)  is  doing:  divesting  its  cellular  businesses  from  its  bottleneck 
monopoUes.  That  will  free  Pacific's  cellular  operation  from  the  MFJ  and  it  will  com- 
pete with  McCaw  "equally". 

Beyond  that,  the  MFJ  would  not  give  AT&T  any  substantial  advantages  over  the 
RBOCs  in  providing  cellular  service.  The  MFJ  and  the  orders  that  have  been  en- 
tered under  it  allow  the  RBOCs  to  offer  "seamless"  service  in  which  their  cellular 
customers  can  place,  and  receive,  calls  wherever  they  are  located,  in  which  RBOCs 
may  "cluster"  "local"  calling  areas  that  conform  to  natural  mobile  markets,  and  in 
which  RBOCs  may  hand  off  long  distance  calls  to  the  carriers  of  the  customer's 
choice.  AT&T  has  committed  to  operate  McCaw  in  the  same  way,  with  local  caUing 
areas  of  comparable  size  and  "equal  access"  to  each  customer's  chosen  interexchange 
carrier.  Further,  as  AT&T  and  MCI  have  argued  to  the  FCC,  the  same  equal  access 
requirements  should  be  imposed  on  all  wireless  carriers  now. 

Third,  there  is  not  the  slightest  substance  to  the  RBOCs'  claims  that  AT&T  could 
use  its  long  distance  or  manufacturing  businesses  to  harm  the  RBOCs'  cellular  busi- 
nesses—or to  the  RBOCs'  attempts  to  impose  "conditions"  on  these  AT&T  busi- 
nesses. What  the  RBOCs  ignore  is  that  AT&T's  long  distance  and  manufacturing 
businesses  are  competitive.  If  AT&T  were  to  attempt  to  discriminate  against  RBOC 
cellular  systems  (or  their  customers),  the  sole  consequence  would  be  that  AT&T 
would  lose  the  RBOCs'  cellular  customers'  long  distance  business  to  MCI,  Sprint, 
or  others  and  lose  the  RBOCs'  cellular  equipment  business  to  Motorola,  Ericsson, 
Northern  Telecom,  or  others.  AT&T's  long  distance  and  manufacturing  businesses 
have  overwhelming  incentives  to  treat  the  RBOCs  cellular  system  and  their  cus- 
tomers no  differently  than  McCaw  and  its  customers. 
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Finally,  these  same  facts  dispose  of  the  objections  that  MCI  and  a  second  long  dis- 
tance carrier  (Allnet)  have  made  in  the  pending  FCC  proceedings.  Because  AT&T 
wiU  offer  "equal  access",  MCI  and  Allnet  have  no  basis  for  complaining  that  cus- 
tomers wiU  be  unable  to  select  MCI,  Allnet,  or  any  other  long  distance  carriers.  MCI 
also  objects  to  the  fact  that  AT&T  will  be  able  to  "bundle"  cellular  service  with  long 
distance  service  or  with  cellular  CPE.  This  is  not  only  unobjectionable;  it  is  pro-com- 
petitive. The  simple  reality  is  that  cellular  service,  cellular  CPE,  and  long  distance 
are  each  competitive,  and  the  FCC  has  found  that  bundhng  of  cellular  CPE  and  cel- 
lular service  is  in  the  public  interest  and  "may  be  benefiting"  consumers  so  long  as 
there  is  no  mandatory  tie-in  and  so  long  as  customers  have  the  option  of  taking  one 
without  the  others — as  AT&T's  customers  will  be  able  to  do.  Indeed,  because  MCI 
can  resell  cellular  service,  it  already  has  the  ability  to  offer  "bundles"  of  long  dis- 
tance service,  cellular  service,  and/or  cellular  CPE  to  AT&T  customers.  It  is  difficult 
to  understand  MCI's  complaint. 

III. 

Finally,  the  TCI/Bell  Atlantic  merger  (and  the  other  RBOCs'  investments  in  other 
cable  television  such  as  the  Time  WamerAJS  West  venture)  present  very  different 
competitive  issues  and  considerations  than  does  the  AT&T-McCaw  merger.  In  par- 
ticular, although  the  RBOC  transactions  could  have  positive  aspects  to  them,  they 
are  different  from  the  AT&T-McCaw  merger  in  three  fundamental  respects. 

First,  AT&T  and  McCaw  are  each  participants  in  competitive  businesses  in  which 
there  are  numerous  other  participants  today  and  numerous  potential  future  en- 
trants. AT&T  competes  in  the  long  distance  market  where  there  are  several  na- 
tional facilities-based  carriers,  numerous  regional  facilities-based  carriers,  and  lit- 
erally hundreds  of  resellers.  McCaw  competes  in  mobile  radio  service  markets  in 
which  these  are  two  facilities-based  cellular  carriers,  SMR  Ucensees,  and  resellers 
that  provide  service  today — and  scores  of  firms  poised  to  bid  for  seven  PCS  licenses 
when  licensing  commences  next  Spring. 

By  contrast,  cable  system  operators  (like  TCI)  and  RBOCs  (like  Bell  Atlantic)  not 
only  are  each  monopoly  service  providers  today,  but  also  represent  the  most  likely 
potential  future  competitors  in  each  other's  businesses.  Local  exchange  monopohes 
(Uke  BeU  Atlantic's)  today  represent  the  most  likely  future  alternatives  to  the  cable 
television  system's  broadoand  local  distribution  monopolies.  Conversely,  cable  tele- 
vision systems  today  represent  the  most  likely  ftiture  alternatives  to  the  RBOCs'  ex- 
changes in  residential  and  other  lower  density  areas.  Indeed,  as  reflected  in  TCI's 
investment  in  Teleport,  cable  systems  further  are  likely  partners  in  the  now-fledg- 
ling  efforts  to  compete  with  local  exchange  carriers  in  serving  large  business  cus- 
tomers in  downtown  areas  of  major  cities. 

In  this  regard,  the  TCI-Bell  Atlantic  merger  and  the  other  transactions  are  as- 
suredly positive  developments  to  the  extent  that  they  would  result  in  acceleration 
of  the  much-discussed  efforts  to  create  competing  local  networks  by  upgrading  cable 
television  systems  to  enable  them  to  provide  two-way  interactive  broadband  services 
and  test  whether  cable  systems  can  be  cost-effective  alternatives  for  basic  exchange 
and  exchange  access  telephone  service  (i.e.,  narrowband  voice).  However,  it  is  criti- 
cal that  any  such  transactions  be  allowed  to  go  forward  only  if  they  will  have  the 
effect  of  enhancing  the  incentives  to  make  these  investments,  rather  than  inhibiting 
them.  At  a  minimum,  this  means  that,  prior  to  any  consummation  of  the  merger, 
TCI  should  spin  off  all  of  its  interests  in  businesses  or  systems  that  could  poten- 
tially compete  with  Bell  Atlantic's  local  telephone  monopolies. 

Second,  AT&T  and  McCaw  each  operate  as  common  carriers,  and  neither  owns 
or  controls  the  content  of  information  transmitted  over  its  network.  By  contrast.  Bell 
Atlantic-TCI  would  control  both  programming  and  distribution  facilities,  and  the 
programming  that  they  would  control  would  be  provided  to  nonaffiliated  Cable 
MSOs  as  well  as  to  TCI-Bell  Atlantic.  These  factors  not  only  raise  issues  of  their 
own,  but  also  complicate  predictions  about  future  telephone  company-cable  system 
competition. 

Third,  whereas  McCaw  had  not  given  its  customers  a  choice  of  long  distance  car- 
riers today,  AT&T  has  committed  that  it  will  offer  McCaw  cellular  subscribers  equal 
access  to  other  long  distance  carriers.  The  AT&T-McCaw  merger  thus  gives  cus- 
tomers pro-competitive  choices  that  they  do  not  have  today.  By  contrast,  neither  TCI 
nor  Bell  Atlantic  has  indicated  that  their  cable  systems  will  offer  equal  access  for 
multimedia  or  other  broadband  services  of  competing  providers  of  video  program- 
ming, long  distance  services,  or  CPE.  TCI  and  other  cable  systems  should  develop 


2  See  In  the  Matter  of  Bundling  of  Cellular  Customer  Premises  Equipment  and  Cellular  Serv- 
ice (CC  Docket  No.  91-34),  par.  23  (June  10,  1992). 
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a  scheme  that  assures  open,  non-discriminatory  access  to  their  facilities  at  prices 
that  are  generally  available  and  that  are  imputed  to  the  cable  systems  operations. 

These  differences  do  not  mean  that  the  Bell  Atlantic-TCI  merger  should  be  found 
to  be  anticompetitive  as  it  has  been  proposed.  Nor  does  it  mean  that  the  merger 
cannot  be  conditioned  in  ways  that  eliminate  any  substantial  anticompetitive  con- 
cerns. As  I  have  stated,  this  merger  and  the  other  RBOC-Cable  MSO  transactions 
have  positive  potential.  But  the  differences  do  mean  that,  whatever  one  thinks 
about  the  TCI-Bell  Atlantic  merger,  AT&T's  proposed  merger  with  McCaw  neither 
raises  any  substantial  competitive  concerns  nor  affords  any  grounds  for  modification 
oftheNFJ. 

I  thank  the  Committee  for  inviting  me  to  testify.  I  would  be  pleased  to  answer 
any  questions  you  may  have  now  or  for  the  record. 

99%  OF  ALL  CELLULAR  CALLS  USE 
THE  LOCAL  TELEPHONE  NETWORK 
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Competition  in  the  Long  Distance  Industry 

Claims  have  been  made  on  Capitol  Hill  and  to  the  media  that  the  long  distance 
industry  is  not  truly  competitive.  This  claim  is  untrue  and  distracts  from  the  impor- 
tant goal  of  opening  the  local  telephone  exchanges  to  effective  competition. 

Professor  Michael  Porter  of  Harvard  Business  School  has  just  concluded  a  study 
on  long  distance  competition.  Dr.  Porter  is  the  nation's  leading  expert  on  what 
makes  an  industry  and  a  nation  competitive.  He  has  written  extensively  on  competi- 
tiveness, including  a  1990  book.  The  Competitive  Advantage  of  Nations. 

This  is  Dr.  Porter's  third  study  of  the  long  distance  industry.  All  three  studies 
(1987,  1990  and  1993),  unequivocally  have  found  that  the  long  distance  industry  is 
highly  competitive.  To  quote  from  the  September,  1993,  report: 

[In  1987  and  1990],  I  found  the  structure  was  so  tilted  toward  competition 
that  the  intensity  of  competition  was  likely  to  increase.  I  recently  reviewed 
the  record  of  the  intervening  years,  and  events  have  strongly  validated  these 
past  conclusions.  There  are  no  data  to  suggest  that  recent  events  have  under- 
mined the  fundamental  underpinnings  of  competition. 

Among  the  important  indicia  of  competitiveness  considered  in  the  attached  report 
are: 

•  Nine  long  distance  carriers  are  truly  national  in  scope,  offering  long  distance 
service  in  45  or  more  states — up  from  three  carriers  in  1986. 
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Four  carriers  own  fully  digital  nationwide  networks:  AT&T,  MCI,  Sprint  and 
WilTel. 

The  basic  rate  of  a  5  minute  call  (New  York  to  Chicago)  is  56  percent  lower 
than  in  1984  on  an  inflation  adjusted  basis. 

Lower  long  distance  prices  are  not  just  attributable  to  lower  access  rates.  Net 
of  access,  AT&T's  revenues  per  minute  are  down  7.2  percent  since  1990. 

Carriers  also  compete  by  offering  steeply  discounted  optional  calling  plans,  thus 
reducing  tariffed  prices  even  further. 

Major  long  distance  carriers'  employment  GREW  a  net  18  percent  from  1988- 
92,  even  accounting  for  AT&T's  slight  job  loss  and  increased  industry  productiv- 
ity. 


Biography  of  Prof.  Michael  E.  Porter 

Michael  E.  Porter  is  the  C.  Roland  Christensen  Professor  of  Business  Administra- 
tion at  the  Harvard  Business  School,  and  a  leading  authority  on  competitive  strat- 
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Tau  Beta  Pi.  He  also  received  an  M.B.A.  with  high  distinction  in  1971  from  Harvard 
Business  School,  where  he  was  a  Grecrge  F.  Baker  Scholar,  and  a  Ph.D.  in  Business 
Economics  from  Harvard  University  in  1973. 

Professor  Porter  joined  the  Harvard  Business  School  faculty  in  1973  and  become 
one  of  the  youngest  tenured  professors  in  the  School's  history.  His  ideas  have  now 
become  the  basis  for  one  of  the  required  courses  at  the  School.  One  of  Harvard  Busi- 
ness School's  most  popular  teachers.  Professor  Porter  also  lectures  in  the  School's 
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Competition  in  the  Long  Distance  Telecommunications  Market,  by  Prof. 

Michael  E.  Porter 

I.  introduction 

This  report  addresses  a  set  of  issues  that  are  important  to  any  discussion  of  the 
regulatory  structure  of  the  interLATA  interexchange  industry.  In  specific,  is  the  in- 
dustry competitive?  Is  it  growing  more  competitive,  or  less  so?  Is  that  competitive- 
ness self-sustaining?  I  have  examined  these  questions  twice  previously,  in  1987  and 
1990,  and  both  times  I  presented  analyses  showing  that  the  industry  was  highly 
competitive  and  structured  so  as  to  make  this  competitiveness  self-sustaining.  In- 
deed, I  found  the  structure  was  so  tilted  toward  competition  that  the  intensity  of 
competition  was  likely  to  increase. 

I  recently  reviewed  the  record  of  the  intervening  years,  and  events  have  strongly 
validated  these  past  conclusions.  There  are  no  data  to  suggest  that  recent  events 
have  undermined  the  fundamental  underpinnings  of  competition.  Quite  the  con- 
trary. Competition  is  evident  in  dramatic  price  reductions  which  have  continued 
through  the  early  1990s;  in  higher  service  levels  and  new  featvu-es  that  create  high- 
er value  for  customers;  in  the  steadily  growing  sophistication  of  both  consumers  and 
business  buyers;  in  major  structural  changes  such  as  the  advent  of  portable  800 
numbers;  in  the  broad  expansion  of  marketing,  advertising  and  promotional  pro- 
grams aimed  at  customers  by  numerous  competitors;  in  the  ever  growing  number 
of  financially  strong  companies  that  compete  using  their  own  facilities;  and  in  cross- 
border  alHances,  such  as  MCI's  arrangements  with  Stentor  in  Canada  and  British 
Telecom  in  Britain,  that  create  partnerships  with  scale  approaching  that  of  AT&T. 

Rather  than  attempt  an  entirely  new  analysis,  this  report  will  update  my  previous 
efforts  by  examining  the  most  salient  recent  developments  in  the  interLATA 
interexchange  (hereafter  referred  to  as  EX)  industry.  It  will  begin  by  reviewing  out- 
comes— pricing,  service  quaility  and  profitability,  among  others — to  assess  whether 
they  are  consistent  with  outcomes  in  competitive  industries.  It  will  then  examine 
the  actions  of  competitors  and  customers  to  assess  what  those  actions  tell  us  about 
the  current  level  of  competition.  Finally,  this  study  will  review  the  industry's  com- 
petitiveness using  the  five  forces  model  of  industry  structure.  Taken  as  a  whole,  the 
evidence  says  clearly  that  the  industry  remains  competitive,  indeed  is  more  competi- 
tive than  it  was  three  years  ago.  This  competitiveness  appears  to  be  securely  self- 
sustaining,  and  every  indication  points  to  the  conclusion  that  competition  in  the  in- 
dustry will  continue  to  intensify. 

II.  competitive  outcomes  in  the  INTERLATA  INTEREXCHANGE  INDUSTRY 

Competitive  industries  are  characterized  by  competitive  outcomes.  Firms  in  those 
industries  face  incessant  pressures  to  win  customers  from  competitors  by  cutting 
prices,  providing  better  service  and  adding  new  features.  They  face  equally  great 
pressures  to  make  the  investments  and  cost  reductions  that  make  possible  these  of- 
fers to  customers.  Their  profitabiUty,  while  sufficient  to  attract  capital  needed  for 
growth,  is  restrained  at  reasonable  levels  by  competitive  forces.  And  their  superior 
performance  in  lowering  cost  and  improving  quality  makes  them  successful  in  the 
international  economy,  allowing  them  to  generate  export  revenue  and  forestall  in- 
roads by  importers. 

InterLATA  interexchange  carriers  (or  IXCs)  show  competitive  outcomes  in  all 
these  areas.  They  have  cut  prices  vigorously,  and  they  continue  to  adjust  pricing  fre- 
quently to  win  customers.  They  have  offered  consumers  significantly  higher  levels 
of  service,  as  measured  by  clarity  of  transmission,  reduced  call  blockage,  innovations 
in  features  and  services,  and  even  improvements  in  the  accuracy  and  comprehen- 
sibility  of  bills.  They  have  invested  heavily  to  create  the  efficiencies  and  skills  un- 
derlying these  gains.  Their  profits  are  no  higher  than  those  of  firms  in  many  other 
industries  that  are  generally  considered  to  be  competitive.  And  they  have  been  suc- 
cessful versus  foreign  competitors. 
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Pricing  and  market  share 

As  the  first  three  charts  indicate,  the  IXCs'  inflation-adjusted  prices  have  fallen 
rapidly.  Since  1984,  the  three  largest  carriers'  basic-schedule  consumer  prices  have 
fallen  by  56  percent  on  average  for  a  five-minute  evening  call  (see  Exhibit  1).  The 
price  cutting  nas  not  abated  in  recent  years.  AT&T's  average  revenue  per  minute  i 
across  aU  services  has  dropped  11.9  percent  since  early  1991,  as  Exhibit  2  shows 
(figures  for  AT&T  alone  are  used  because  similar  figures  are  not  available  for  com- 
petitors). Prices  have  fallen  in  recent  years  even  after  we  remove  the  impact  of  fall- 
ing access  prices;  as  Exhibit  2  indicates,  AT&T  revenue  per  minute  net  of  access 
charges  has  fallen  7.2  percent  since  1990.  This  is  not  merely  a  phenomenon  of  mar- 
ket averages  that  has  left  islands  of  secure  customers.  Exhibit  3  indicates  that 
AT&T's  inflation-adjusted  prices  to  business  customers  for  800  services  have 
dropped  67.9  percent  since  1984  (including  access),  while  AT&T's  price  for  outbound 
business  services  has  fallen  10.1  percent  since  1990.  AT&T's  pricing  for  residential 
services  has  continued  falling  in  recent  years,  with  a  17.1  percent  drop  in  average 
revenue  per  minute  (including  access)  since  early  1990. 

It  is  important  to  realize,  nowever,  that  competitive  industries  need  not  always 
be  characterized  by  falling  prices.  Price  reductions  tend  to  be  associated  with 
changes  in  not  only  the  level  of  competition  but  also  technology,  costs  of  inputs  and 
regulation.  Competition  helps  ensure  that  such  changes  benefit  an  industry's  cus- 
tomers. But  over  the  short  term,  or  even  during  longer  periods  where  cost  savings 
are  not  available,  it  is  entirely  possible  even  in  the  most  competitive  industries  that 
prices  will  go  up  instead  of  down.  Moreover,  it  is  quite  normal — and  consistent  with 
a  high  level  of  competition — that  prices  for  some  services  might  move  up  even  as 
prices  for  others  trend  down.  This  outcome  can  result  from  an  array  of  factors  affect- 
ing specific  services  such  as  supply/demand  imbalances  or  rapid  feature  innovation. 

Another  development  in  the  industrys  pricing  has  been  the  near  elimination  of 
the  gap  between  the  basic-schedule  prices  of  AT&T  and  its  principal  competitors 
(see  Exhibit  4).  This  development  provides  strong  evidence  of  competition  rather 
than  the  easing  of  competition  that  some  commentators  have  suggested.  In  a  highly 
competitive  market,  firms  that  mainteiin  higher  prices  are  penalized  by  the  rapid 
loss  of  market  share.  Indeed,  as  Exhibit  5  indicates,  market  share  has  shifted  pro- 
foundly toward  new  competitors,  indicating  that  the  dynamic  in  the  DC  industry  has 
been  fundamentally  competitive.  Customers  have  in  large  numbers  exercised  their 
ability  to  change  suppliers  to  obtain  lower  prices.  AT&T  as  the  higher-priced  firm 
faced  the  choice  of  continuing  to  lose  share  or  lowering  its  prices  to  approximate 
those  of  competitors.  It  took  the  latter  course,  with  results  that  correspond  exactly 
with  those  we  would  expect  in  a  competitive  market:  Prices  came  together  and  share 
erosion  was  reduced. 

It  is  worth  noting  that  consumer  prices  after  discounts  such  as  those  provided  by 
optional  calling  plans  maintained  a  larger  gap  than  that  between  competitors'  basic- 
schedule  rates,  mainly  because  MCI  and  Sprint  have  had  larger  discounts  which 
were  adopted  by  more  of  their  customers.  AT&T's  i  Plan  discounts,  introduced  ear- 
lier this  year,  represent  AT&T's  attempt  to  close  the  remaining  gap. 

Like  lower  pricing,  the  market  share  shift  is  a  broad  phenomenon  that  is  reflected 
in  virtually  all  services.  Exhibit  5  indicates  the  scale  of  the  overall  change,  which 
has  taken  nearly  30  share  points  away  from  AT&T  in  less  than  10  years.  The  sheer 
scale  of  this  shift  indicates  that  competitors  have  been  courting  customers  very  ef- 
fectively, and  that  customers  are  quite  willing  to  change  carriers  for  lower  cost  or 
higher  value. 

Quality  and  customer  satisfaction 

Firms  in  competitive  markets  do  not  compete  only  through  price.  They  also  com- 
pete by  raising  the  quality,  functionality  and  variety  of  their  products  and  the  atten- 
tiveness  of  their  service,  thereby  increasing  customers'  welfare. 

Again,  the  outcome  in  the  interexchange  industry  is  what  we  would  expect  in  a 
competitive  marketplace:  Service  has  been  getting  better  over  time.  Underljdng 
these  improvements  have  been  substantial  and  continuing  investments.  EXCs  have 
made  broad  and  basic  changes  to  their  networks,  replacing  copper  and  microwave 
facilities  with  fiber,  installing  several  generations  of  new  switching  equipment  and 
reconfiguring  their  networks  structure  and  operating  software  to  minimize  down- 
time, as  evidenced  by  AT&T's  FASTAR  approach. 


1  Average  revenue  per  minute  is  a  measure  of  what  customers  actually  pay  after  choosing 
among  all  the  services  and  pricing  plans  available.  This  is  different  from  price  indices  calculated 
using  a  constant  market  basket  (such  as  the  FCC  utilizes  for  price  cap  regulation),  which  does 
not  automatically  account  for  changes  in  the  mix  of  services  customers  purchase,  and  may  as 
a  result  show  different  changes  in  average  prices. 
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These  performance  enhancements  have  not  occurred  in  a  vacuum:  Customers 
have  noticed  the  difference  and  are  more  satisfied  with  KCs'  offerings.  An  inde- 
pendent survey  of  business  customers'  satisfaction  with  data  communications  serv- 
ice shows  that  over  the  past  three  years,  customers'  average  level  of  satisfaction 
(with  each  carrier's  performance  weighted  by  revenue)  has  risen  from  3.8  on  a  five- 
point  scale  to  3.85  (see  Exhibit  6).  This  performance  improvement  has  been  accom- 
panied by  an  increase  in  the  competitiveness  of  newer  carriers'  offerings.  AT&T's 
lead  in  overall  satisfaction,  compared  with  a  weighted  average  of  other  carriers'  rat- 
ings, has  shrunk  from  0.26  on  a  five-point  scale  to  0. 14. 

The  IXCs  compete  not  only  by  cutting  price  and  improving  service  levels  on  exist- 
ing products,  but  also  by  rapidly  introducing  new  functionality  and  wholly  new  serv- 
ices (see  Exhibit  7).  In  data  communications,  DCCs  have  leapfrogged  each  other  in 
expanding  the  type  of  service  offered.  Since  the  mid-1980s,  they  have  moved  from 
analog  to  digital,  to  larger  capacities,  and  then  to  services  that  provide  more  flexibil- 
ity in  the  increments  of  capacity  purchased  and  the  speed  with  which  they  can  be 
made  available.  The  results  have  been  bandwidth  on  demand  and,  in  1991,  frame 
relay  services  that  offer  variable  and  almost  instantly  available  capacity. 

In  800  services,  a  range  of  competitors  have  steadily  introduced  new  capabiUties 
to  transform  800  from  a  set  of  relatively  costly  services  requiring  their  own  equip- 
ment and  lines  to  flexible  services  that  are  a  seamless  part  of  even  small  companies 
telecom  networks.  The  process  of  evolution  has  been  a  competitive  tit-for-tat.  AT&T 
innovated  in  early  1990,  for  instance,  with  a  service  that  terminated  interstate, 
intrastate  and  Canadian  traffic  on  a  single  line.  Then,  later  in  the  year,  MCI  an- 
nounced a  service  to  let  customers  dictate  routing  of  calls.  AT&T  came  back  early 
the  next  year  with  enhancements  to  its  Megacom  service,  and  then  MCI  responded 
with  more  network  management  features. 

IXCs  have  also  moved  into  completely  new  service  areas,  such  as  two  types  of 
videoconferencing.  And  consumers  have  seen  the  introduction  of  new  ways  to  com- 
municate while  away  from  home,  including  multipurpose  credit/calling  cards,  debit 
cards,  personal  800  services  and  low-cost  ways  to  call  home  from  abroad  such  as 
AT&T's  USADirect  and  MCI's  Call  USA  service.  Overall,  the  pattern  of  feature  and 
product  introductions  shows  that  IXCs  respond  to  each  other's  innovations  in  a  com- 
petitive fashion,  and  they  are  doing  so  more  and  more  quickly  across  a  broader 
range  of  services. 

Investment  and  jobs 

Industries  without  competition  tend  to  see  low  investment  and  job  growth;  with- 
out the  incentive  to  compete  on  cost,  service  quality  and  new  features,  firms  avoid 
the  expense  of  creating  new  capabilities  and  harvest  their  existing  business.  Com- 
petitive industries  are  often  characterized  bv  the  reverse,  with  significant  invest- 
ment and  job  growth,  as  they  create  new  and  better  products  that  serve  a  broaden- 
ing range  of  customer  needs. 

The  record  of  the  past  six  years  shows  that  IXCs  have  been  major  investors  in 
new  facilities,  services  and  R&D.  Moreover,  their  intense  rivalry  has  led  to  such 
substantial  investments  that  they  have  been  net  creators  of  jobs  despite  their  sig- 
nificant productivity  improvements.  Exhibit  8  tracks  both  measures.  Despite  the 
winding  down  of  the  massive  expenditures  needed  to  create  nationwide  fiber  net- 
works, investment  remains  at  very  high  levels  to  fund  improvements  in  efficiency, 
new  services  and  still  more  capacity  expansion.  As  for  jobs,  AT&T's  slight  iob  loss 
over  the  past  five  years  was  more  than  made  up  by  employment  gains  at  other  car- 
riers, with  the  major  carriers  as  a  group  showing  18  percent  higher  employment  m 
1992  than  in  1988.  These  numbers  understate  the  employment  impact  of  the  indus- 
try's investment  activities,  since  they  do  not  include  jobs  created  at  suppher  indus- 
tries, such  as  makers  of  fiber  optic  cable  and  network  equipment,  or  at  smaller  IXCs 
and  resellers. 

Profitability 

IXCs  are  profitable,  but  no  more  so  on  average  than  firms  in  other  competitive 
industries.  Exhibit  9  shows  the  after-tax  return  on  assets  for  IXCs,  which  averaged 
6.5  percent  over  the  past  five  years.  This  level  of  return  has  been  adequate  to  at- 
tract the  capital  the  firms  have  needed  to  fund  service  improvements,  but  IXC  prof- 
itability appears  moderate  compared  to  that  of  a  range  of  other  industries  shown 
in  Exhibit  9. 

Exports 

Another  measure  of  an  industry's  level  of  competition  is  its  success  in  the  inter- 
national economy.  Less  competitive  industries  tend  to  be  assaulted  successfully  by 
their  foreign  counterparts,  who  sell  imports  to  the  industry's  U.S.  customers  and 
take  away  share  in  export  markets.  Competitive  industries  keep  imports  at  bay 
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while  selling  aggressively  and  successfiilly  in  foreign  markets.  U.S.  IXCs  clearly 
have  been  highly  successful  relative  to  their  foreign  counterparts.  The  best  single 
measure  is  the  enormous  imbalance  of  international  traffic,  with  minutes  outbound 
from  the  U.S. — that  is,  originated  by  callers  in  the  U.S. — exceeding  the  number  of 
inbound  minutes  originated  by  foreign  carriers  by  180  percent  (see  Exhibit  10).  The 
gap  has  grown  steadily  since  1984,  when  outbound  minutes  exceeded  inbound  by 
only  60  percent.  U.S.  carriers  have  fought  fiercely  for  outbound  minutes  by  aggres- 
sively cutting  prices,  which  has  spurred  demand.  Meanwhile  the  foreign  PITs,  who 
originate  and  price  inbound  minutes  and  who  generally  lack  domestic  competition, 
have  reduced  prices  far  less  aggressively  in  most  cases  and  now  generally  have  sig- 
nificantly higher  rates  than  U.S.  carriers  on  equivalent  routes. 

Summary 

Judged  by  the  results,  the  interLATA  IX  industry  is  keenly  competitive.  Prices 
have  fallen  substantially,  and  attempts  to  charge  higher  prices  than  competitors  are 
met  with  pronounced  customer  defections.  Service  levels  are  higher,  features  are 
more  varied  and  useful  and  customers  have  grown  progressively  more  pleased. 
Rather  than  harvest  their  businesses,  firms  throughout  the  industry  have  invested 
heavily  and  created  jobs.  Profitability  has  been  moderate,  and  U.S.  carriers  have 
been  successful  in  the  international  economy.  It  is  difficult  to  find  examples  of  even 
one  of  these  outcomes  occurring  over  a  sustained  period  in  an  industry  where  com- 
petition is  impaired.  The  presence  of  so  many  competitive  outcomes  is  powerful  evi- 
dence that  the  DCCs  are  competing  fiercely. 

III.  COMPETITIVE  BEHAVIOR  IN  THE  INTERLATA  INTEREXCHANGE  INDUSTRY 

The  intensity  of  competition  in  the  interLATA  DC  industry  is  visible  through  more 
than  outcomes.  It  can  be  seen  through  the  actions  of  the  competitors  and  their  cus- 
tomers. Firms  in  competitive  industries  make  visibly  competitive  moves:  They  cut 
prices  to  steal  the  march  on  competitors;  they  advertise  ever  more  heavily;  they  ex- 
pand their  sales  forces  and/or  reach  out  to  place  their  services  before  the  customers 
through  new  distribution  channels  and  marketing  partners;  they  launch  aggressive 
promotions  to  win  share;  and  they  introduce  new  services  and  features.  For  their 
part,  customers  in  a  competitive  market  regularly  re-evaluate  their  decisions  to  buy 
from  a  particular  vendor  and  act  by  shifting  their  purchases. 

Examination  of  the  actions  of  KCs  and  their  customers  shows  the  interexchange 
industry  to  be  vigorously  competitive.  Moreover,  a  look  at  another  visible  element 
of  industry  structure — uie  growing  number  and  financial  strength  of  competitor 
firms — illustrates  that  competition  among  DCCs  is  not  a  precarious  or  transient  phe- 
nomenon. Established  competitors  have  staying  power,  and  newer  competitors  ar- 
rive regularly  to  bid  for  their  customers. 

Competitors'  behavior 

Four  developments  powerfully  illustrate  the  intense  rivalry  among  IXCs  in  recent 
years: 

1)  The  proliferation  of  features  and  services; 

2)  a  sharp  increase  in  promotions; 

3)  heavy  advertising  and  marketing  competition;  and 

4)  the  expansion  of  selling  capacity. 

Service  and  feature  proliferation 

DCCs  have  competed  vigorously  by  developing  and  pushing  new  services  and  func- 
tions. Examples  can  be  wund  in  virtually  any  interexchange  service.  In  data  com- 
munications, for  example,  innovations  have  come  rapidly  since  the  mid-1980s  (see 
Exhibit  11).  In  the  mid-1980s,  competitors  worked  simply  to  match  AT&T's  offer- 
ings. By  the  late  1980s,  however,  major  new  product  introductions  began  coming  at 
a  one-a-year  clip,  including  fractional  Tl,  bandwidth  on  demand  products  and  high- 
speed packet  services  such  as  frame  relay. 

Not  only  did  the  pace  of  innovation  increase,  but  the  identity  of  the  innovators 
changed.  Where  AT&T  once  led  with  new  services,  competitors — often  relatively 
small  ones  such  as  WilTel  and  Cable  &  Wireless — began  in  the  late  1980s  to  lead 
the  market  with  new  products  such  as  fractional  Tl  and  frame  relay  and  have  been 
rewarded  with  high  market  shares  in  those  areas. 

As  described  earlier,  DCCs  dramatically  raised  the  rate  of  new  feature  introduction 
in  800  services  during  the  late  1980s  (Exhibit  12).  The  marketing  battle  sparked 
by  800  portability  has  intensified  this  phenomenon;  all  major  carriers  have  added 
features  to  enhance  network  management  and  reliability,  along  with  service-ori- 
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ented  changes  such  as  technical  representatives  to  ensure  quick  responses  to  net- 
work problems. 

The  development  of  videoconferencing  provides  a  third  example  of  the  rapid  "leap- 
frogging" that  has  come  to  characterize  innovation  among  DCCs.  Sprint  had  the  first 
commercial  success  with  a  reserved  public  room  offer.  As  shown  in  Exhibit  13, 
AT&T  responded  with  a  switched  service  with  new  features,  but  Sprint  parried  by 
adding  features  and  lowering  price  on  its  public  room  offer  and  introducing  its  own 
switched  service.  MCI  is  now  entering  with  a  switched  service. 

Nor  have  consumer  services  been  left  out  of  the  features  race.  Sprint  has  at- 
tempted to  differentiate  with  billing  options  such  as  account  code  billing;  MCI  and 
AT&T  have  rolled  out  speed-dial  features  and  conference  services  for  calUng  card 
users  (see  Exhibit  14).  Voice  messaging  and  voice  mail  are  some  of  the  other  fea- 
tures recently  introduced. 

Promotions 

IXCs  have  dramatically  increased  their  promotional  activity  across  most  services 
over  the  past  three  years.  Consumer  and  800  services  provide  cogent  illustrations. 
In  the  late  1980s,  Sprint  and  MCI  played  follow-the-leader  in  consumer  services, 
generally  matching  the  structure  of  AT&T's  promotions  while  cutting  price  under 
AT&T's  price  "umbrella"  (see  Exhibit  15).  As  AT&T's  own  pricing  has  become  more 
competitive,  however.  Sprint  and  MCI  have  aggressively  launched  their  own  op- 
tional calling  plans,  including  MCI's  Friends  &  Family,  with  steep  discounts  off  calls 
within  a  calling  circle,  and  Sprint's  The  Most.  Each  was  launched  with  a  special 
offer,  generally  aimed  at  groups  with  specific  calling  patterns,  and  each  has  been 
refreshed  and  enhanced  with  new  pricing  and  loyalty  programs.  They  have  also 
been  extended  to  include  more  customer  groups,  such  as  Sprint's  The  Most  for  inter- 
national calling  and  versions  of  MCI's  Friends  &  Family  for  small  business  cus- 
tomers and  800  customers. 

In  800  services,  the  advent  of  telephone  number  portability  has  brought  an  un- 
precedented level  of  marketing  and  promotional  activity  (see  Exhibit  16).  Even  be- 
fore the  "fresh  look"  period  allowing  mid-term  revisions  to  800  contracts,  MCI  began 
offering  customers  who  switched  to  its  service  100  days  free.  IXC  competitors 
matched  those  terms,  and  some  customers  have  reportedly  received  steep  negotiated 
price  cuts  of  10  percent  to  25  percent.  The  major  carriers  have  beefed  up  service 
guarantees,  often  offering  partiaJ  refunds  if  performance  targets  are  not  met. 

Advertising  and  marketing  effort 

DCCs  have  increased  their  advertising  sharply  since  the  late  1980s.  In  1989,  U.S. 
advertising  by  all  carriers  totaled  $848  million,  according  to  estimates  by  outside 
research  firms.  Only  three  years  later,  it  had  risen  85  percent  to  $1.6  billion.  This 
has  taken  the  industry's  advertising  intensity,  as  measured  by  the  ratio  of  advertis- 
ing expenses  to  sales,  from  1.7  percent  to  2.7  percent,  a  level  seen  in  highly  competi- 
tive retailing  industries  but  not  equaled  by  many  providers  of  business  or  consumer 
products  (see  Exhibit  17).  Most  of  this  advertising  effort,  it  appears,  is  aimed  at  in- 
creasing the  information  available  to  customers,  which  clearly  increases  the  level  of 
competition  by  lowering  customers'  costs  of  evaluating  alternatives.  As  for  other 
marketing  methods,  it  is  clear  even  to  casual  observers  that  the  major  carriers  also 
spend  huge  amounts  on  telemarketing  and  direct  mail. 

Investment  in  selling  channels 

EXCs  have  invested  heavily  in  expanding  the  scope  and  intensity  of  their  selling 
efforts.  Just  as  excess  carrying  capacity  gives  competitors  incentives  to  compete  for 
share  to  raise  utilization  levels,  adding  distribution  capacity  helps  ignite  and  sus- 
tain the  competitiveness  inherent  in  production  overcapacity.  All  carriers  have 
added  to  their  sales  forces,  with  AT&T,  for  instance,  nearly  doubling  the  size  of  its 
sales  force  for  small  business  customers  in  1991.  The  industry's  distribution  is  being 
revolutionized  by  the  explosion  in  the  use  of  outside  distribution  partners,  especially 
by  MCI  and  Sprint  in  consumer  services.  MCI,  for  instance,  has  arranged  partner- 
ships with  American  Express  as  well  as  GM  and  several  airUnes,  among  others  (see 
EjSibit  18).  These  new  channels  are  adding  tremendously  to  the  competitiveness  of 
the  industry  by  increasing  the  ease  of  customer  contact  with  carriers  (thereby  lower- 
ing the  cost  of  switching)  and  raising  the  number  of  potential  selling  opportumties. 

Customer  behavior:  churn  and  market  share 

Advertising  gives  customers  information  and  encourages  them  to  use  it  to  switch 
carriers.  Promotions  make  the  economics  of  switching  more  attractive  to  customers, 
and  broader  selling  channels  make  the  switch  easier  to  execute.  Yet  one  must  exam- 
ine the  daily  tug-of-war  for  market  share  to  determine  the  degree  to  which  cus- 
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tomers  are  persuaded  by  these  efforts,  and  indeed  a  look  at  the  data  confirms  that 
customers  are  switching  among  carriers  at  a  very  high  rate. 

Overall,  customer  chum  and  market  share  fluctuation  illustrate  three  aspects  of 
a  competitive  market:  First,  that  customers  feel  free  to  change  and  are  not  impeded 
either  by  ignorance  or  switching  costs;  second,  that  changing  improves  customers' 
welfare,  meaning  that  a  competitor  has  made  them  an  offer  that  is  superior  in  price 
or  value;  and  tlurd,  that  firms  are  indeed  competing  for  customers'  dollars  rather 
than  resting  contentedly  with  their  lot.  As  Exhibit  19  shows,  market  share  actually 
fluctuates  substantially  on  a  quarter-by-quarter  basis,  indicating  that  the  marginal 
customer  is  hotly  contested.  Between  the  third  quarter  of  1992  and  the  first  quarter 
of  1993,  for  instance,  nearly  two  percentage  points  of  share  moved  into  AT&T  s  com- 
petitors and  then  back  out  again,  the  summed  effect  of  millions  of  individual  cus- 
tomer decisions.  Residential  consumers  can  be  particularly  fickle,  especially  the 
higher-spending  consumers  that  account  for  a  disproportionate  part  of  the  IXCs'  res- 
idential revenue.  During  1992,  AT&T's  chum  in  consumer  services — measured  as 
the  percentage  of  revenue  that  changed  from  another  carrier  to  AT&T  or  vice 
versa — was  19  percent,  high  by  the  standards  of  any  industry  and  indicating  that 
consumers  have  the  information  and  disposition  to  shop  aggressively  for  the  best  of- 
fers. Nor  has  the  churn  been  limited  to  consumer  services.  Each  year  a  significant 
number  of  large  business  customers  shifts  the  bulk  of  their  long  distance  purchases 
from  one  carrier  to  another.  Exhibit  20  shows  a  sampling  of  those  who  have  left 
AT&T  in  recent  years;  the  number  of  changes  is  still  higher  if  we  include  the  signifi- 
cant number  who  lefi;  competitors  for  AT&T. 

The  partial  information  available  to  date  on  800  portability  indicates  that  it  has 
enormously  increased  customer  mobiUty.  AT&T  has  won  10,000  new  accounts  to 
date,  but  those  gains  must  be  weighed  against  losses  to  MCI,  which  says  it  has  won 
$170  million  in  additional  annual  revenue;  2  and  Sprint,  which  had  won  15,000  new 
accounts  at  most  recent  count. 

Finally,  compUcating  the  picture  and  raising  the  level  of  competition  across  all 
services  is  the  entry  of  new  players,  who  ensure  that  share  is  not  simply  traded  by 
incumbents  but  is  taken  by  new  entrants  who  need  it  to  grow.  WilTel,  for  example, 
has  built  an  estimated  6  percent  share  in  private  line  services  since  its  entry  in 
1985.3 

Number  and  strength  of  competitors 

A  third  and  related  symptom  of  competitiveness  is  a  large  and  increasing  number 
of  financially  strong  competitors.  In  1987  and  again  in  1990,  I  concluded  that  the 
economics  of  the  industry  will  continue  to  attract  potential  entrants,  that  these  en- 
trants will  be  able  to  fund  and  execute  network  construction  and  that,  once  having 
entered  the  market  with  particular  services,  they  will  seek  to  use  their  spare  capac- 
ity by  expanding  into  other  services.  Events  have  continued  to  show  the  validity  of 
these  predictions.  Competitors  are  stronger  and  more  numerous  than  ever,  and  they 
are  likely  to  become  even  more  so. 

When  I  examined  this  issue  in  1987,  many  observers  viewed  the  financial  health 
of  Sprint  and  MCI  as  questionable  and  their  futures  as  precarious.  I  argued  that 
both  were  in  fundamentally  sound  financial  health.  At  the  time,  both  companies 
were  in  the  midst  of  major,  one-time  cash  outlays  for  network  construction,  but  I 
argued  that  once  these  projects  were  complete,  their  networks  would  be  able  to  gen- 
erate ample  cash  flow  to  pay  back  the  investment  and  fund  future  growth.  This  has 
proven  to  be  the  case.  Both  MCI  and  Sprint  have  strong  profit  and  cash  flow,  as 
shown  in  Exhibit  21.  The  range  of  financial  measures  included  in  Exhibits  21  and 
22  indicate  that  newer  entrants'  sales,  profits  and,  most  notably,  cash  flow  have 
grown  at  a  faster  rate  than  AT&T's.  Their  long-term  bonds  are  rated  as  investment 
grade,  giving  them  wide  access  to  debt  financing,  and  the  stock  markets  have  shown 
faith  in  their  fiiture  by  rewarding  them  with  higher  stock  price  appreciation  than 
AT&T  (Exhibit  23). 

MCI,  moreover,  has  access  to  resources  on  a  global  scale  through  alliances  with 
foreign  carriers,  especially  the  dominant  British  carrier,  British  Telecom.  The  BT 
arrangement,  announced  in  June,  dearly  enhances  MCI's  strategic  flexibility  in  the 
U.S.  as  well  as  abroad.  Among  other  provisions,  it  includes  a  $4.3  billion  investment 
by  BT  for  20  percent  of  MCI  equity;  a  joint  venture  capitalized  at  $1  billion  to  pro- 
vide enhanced  services  to  international  companies;  and  possible  collaboration  in 


2Shearson  Lehman  Brothers  Inc.,  "U.S.  Telecommunication  Services — Industry  Report,"  June 
17,  1993,  p.  8. 

3  Northern  Business  Information,  Dossier,  U.S.  Telecommunications  Service  Markets /Long 
Distance  Markets,  June  1993. 
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international  calling  cards  and  multimedia  services.  The  BT  agreement  alone  should 
erase  any  doubts  about  MCI's  seriousness  as  a  competitive  force. 

In  my  earlier  reports  I  also  challenged  the  notion,  then  given  wide  cvurency,  that 
the  high  capital  cost  of  new  networks  would  prohibit  the  entry  and  growth  of  addi- 
tional competitors.  I  argued  that  new  competitors  could  enter  as  resellers,  construct 
regional  facilities  and  then  either  build  or  merge  them  into  national  players.  Again, 
events  have  shown  that  entry  barriers  were  not  insurmountable.  Exhibit  24  shows 
the  growth  in  the  number  of  firms  with  truly  national  scope,  measured  by  their  pur- 
chase of  equal  access  in  45  or  more  states.  In  1992  alone,  the  number  of  such  firms 
rose  by  50  percent,  to  nine.  ALC/Allnet,  to  cite  one  example,  followed  the  reseller 
to  regional  to  national  approach  by  merging  with  other  regional  operators.  At  the 
international  level,  Sprint  and  MCI  have  attained  parity  with  AT&T  in  the  scope 
of  their  international  presence,  as  Exhibit  25  shows. 

Moreover,  no  evidence  proposes  that  these  entry  paths  have  closed  in  the  inter- 
vening years  and  abundant  evidence  suggests  they  have  not.  LDDS  Communica- 
tions— which  had  only  $110  million  in  revenues  in  1989 — obtained  capacity  and 
scale  by  merging  with  smaller  regional  resellers  and  facihties-based  carriers.  Last 
year  its  revenues  exceeded  $800  million,  and  this  year,  with  the  proposed  merger 
with  Metromedia  and  Resurgens,  it  is  poised  to  create  another  national  carrier  (see 
Exhibit  26). 

WilTel  showed  there  is  another  approach  to  surmounting  entry  barriers,  combin- 
ing a  reseller  strategy  with  construction  of  fiber  links  along  right-of-way  already 
owned  by  its  pipeline  aflfihate  (see  Exhibit  27).  Despite  its  initially  small  scale,  it 
quickly  established  itself  as  the  low-cost  competitor  in  its  initial  product  area,  pri- 
vate Une.  WilTel  also  demonstrates  the  power  of  another  dynamic:  While  firms  may 
enter  the  industry  with  a  narrow  product  focus — like  WilTel  in  private  line — they 
show  strong  tendencies  to  broaden  their  scope  of  products,  thereby  increasing  com- 
petition throughout  the  industry.  WilTel  added  switched  services  and  frame  relay. 
Sprint  and  MCI  started  as  voice  providers  but  rapidly  moved  into  data. 

IV.  INDUSTRY  STRUCTURE 

The  intense  competitiveness  of  the  interLATA  interexchange  industry  over  most 
of  the  past  decade  is  the  direct  result  of  an  underlying  structure.  This  structure  not 
only  makes  its  competitiveness  self-sustaining  but  suggests  that  it  is  likely  to  con- 
tinue to  increase  over  time.  An  industry's  competitiveness  is  determined  by  the  in- 
tensity and  interaction  of  five  forces.  Direct  rivalry  among  competitors  is  only  one 
of  those  sources.  Low  barriers  to  entry  allow  new  firms  to  enter  an  industry  and 
stimulate  incumbents  to  respond  vigorously  to  avoid  loss  of  share.  The  development 
of  substitute  products  encourages  firms  to  lower  prices  and/or  improve  product  offe: 
ings.  Powerful  buyers  create  the  same  effect  by  plajdng  competitors  off  of  each  other, 
And  powerful  suppliers  force  firms  to  bid  vigorously  for  inputs  they  control. 

As  I  describea  and  docvunented  in  detail  in  my  first  study,  and  reconfirmed  in 
1990,  the  most  important  factors  determining  the  interexchange  industry's  self-sus- 
taining competition  are  the  factors  accounting  for  high  degrees  of  rivalry  and  buyer 
power,  along  with  serious  threats  of  new  entry  and,  in  some  portions  of  the  market, 
a  significant  threat  of  substitutes.  The  data  outUned  above  clearly  show  that  these 
same  forces  are  even  more  actively  at  work  in  1993  than  in  1990. 

The  FCC's  reviews  of  the  industry's  competitiveness  have  focused  on  a  somewhat 
narrower  subset  of  these  factors:  the  supply  capabiUties  of  participants,  demand 
elasticity,  buyers'  negotiating  power  and  barriers  to  entry.  Even  judged  against  this 
narrower  set  of  factors,  the  industry  remains  and  will  continue  to  be  highly  competi- 
tive. 

Supply  capabilities 

The  industry  is  characterized  by  even  more  capacity  and  lower  utiUzation  than 
in  1987  or  1990.  This  would  be  true  even  without  any  new  entrants,  since  the  major 
firms  have  continued  to  invest  (see  Exhibit  8).  Yet  new  players  have  continued  to 
enter  and  to  build  new  facilities  to  reduce  their  dependence  on  capacity  pxirchased 
from  their  larger  competitors.  WilTel,  for  instance,  has  kept  its  capital  spending  at 
high  levels;  LDDS,  in  addition  to  buying  existing  capacity  through  its  mergers,  is 
investing  at  its  highest  rate  ever. 

Nor  is  the  capacity  overhang  likely  to  recede  in  the  foreseeable  future.  Advances 
in  the  electronic  equipment  that  generates  the  light  signals  carried  by  fiber  are  ex- 
pected to  double  signal  capacity  at  yearly  intervals  without  new  cable.  Moreover,  as 
explained  earUer,  there  is  no  evidence  that  the  entry  of  new  firms — and  their  capac- 
ity— will  slacken  in  the  future. 
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Demand  elasticity 

Anecdotal  evidence  as  well  as  econometric  studies  suggest  that  the  industry's  de- 
mand remains  highly  elastic.  Unit  growth  has  continued  at  high  levels  as  prices 
have  fallen  over  the  past  few  years.  A  broad  crossection  of  analysts  has  attempted 
to  measure  the  industr^s  elasticity  (see  Exhibit  28).  Their  efforts  have  produced  es- 
timates ranging  from  — 0.72  to  — 0.35.  This  indicates  that,  generally  speaking,  cus- 
tomers will  respond  to  a  10  percent  price  reduction  by  raising  their  unit  demand 
by  3.5  percent  to  7.2  percent.  More  important,  however,  is  the  elasticity  of  demand  • 
faced  by  each  firm  in  the  industry.  Given  buyers'  high  levels  of  information,  and 
their  eagerness  to  evaluate  and  change  carriers,  the  elasticity  facing  an  individual 
firm  is  several  times  that  facing  the  industry  as  a  whole,  giving  carriers  a  powerful 
incentive  to  continue  to  lower  prices. 

Negotiating  power  of  buyers 

Buyers'  negotiating  power  is  compellingly  confirmed  by  the  high  level  of  customer 
switching  described  earlier.  Clearly,  buyers  in  1993  have  at  least  as  much  negotiat- 
ing power  as  they  did  in  1990,  and  they  are  considerably  more  likely  to  exercise  it. 
Business  buyers  grow  ever  more  sophisticated  with  the  appointment  of  technically 
proficient,  professionally  trained  telecom  managers  with  a  charter  to  reduce  trans- 
mission expense.  An  increasing  share  of  the  market  is  controlled  by  network 
outsourcers  who  resell  capacity  and  network  management  services,  gaining  tremen- 
dous volume  and  knowledge  and  an  incentive  to  use  it  to  bargain  down  their  tele- 
communications costs.  Private  construction  and  operation  of  networks  remains  a 
viable  option  even  for  many  medium-sized  business  customers,  and  portability  of 
800  numbers  have  opened  a  floodgate  of  carrier  changes  among  business  customers. 
Meanwhile,  consumers  have  become  more  powerful,  too.  Carriers  have  spent  billions 
educating  consumers  to  compare  prices  and  switch  carriers  to  save.  Through  pro- 
motions— payment  of  switching  fees  and  free  credits — the  carriers  help  erase  switch- 
ing costs.  Consumers  today  are  more  price-sensitive,  less  brand-loyal  and  more  like- 
ly to  change  carriers  than  ever  before. 

Barriers  to  entry 

I  noted  earlier  in  this  report  the  continuing  ability  of  firms  to  enter  the 
interexchange  industry  and  grow  into  major  players  within  a  brief  period.  The  entry 
barriers  to  the  interexchange  business  are  no  higher  than  they  were  in  1987  or 
1990.  It  remains  possible  to  enter  as  a  reseller  with  ease;  capital  requirements  are 
minimal,  access  to  distribution  can  be  simplified  with  a  tight  market  focus,  technical 
skills  are  widespread  and  technology  is  available  off  the  shelf.  Once  inside  the  mar- 
ket as  a  reseller,  a  firm  can  invest  in  owned  facilities  and  expand  into  other  areas 
and  services.  Sometimes  this  involves  organic  growth  (as  with  WilTel  through  much 
of  its  brief  history),  but  it  need  not;  regional  carriers  can  hnk  up  with  their  brethren 
elsewhere,  creating,  through  mergers,  multiregional  and  national  players.  Either 
way,  the  inflow  of  new  firms  suggests  that  more  major  players  will  emerge  over 
time,  reinforcing  the  industry's  structural  tendency  toward  high  rivalry. 

V.  CONCLUSION 

The  interLATA  interexchange  industry  remains  highly  competitive.  This  competi- 
tiveness is  not  restricted  to  certain  services,  such  as  outbound  calling,  or  certain 
customer  groups,  such  as  large  businesses.  It  cuts  across  services  and  customers, 
a  tendency  dictated  by  the  fundamental  economics  and  technology  of  interexchange 
telecommunications:  Networks  can  be  adapted  to  multiple  uses,  so  that  if  one  car- 
rier finds  it  profitable  to  provide  certain  customers  with  certain  services,  others  can 
and  will  follow.  These  network  economics  would  be  enough  by  themselves  to  create 
a  competitive  market,  but  they  are  reinforced  by  the  tendency  of  increasingly  edu- 
cated buyers  to  shop  aggressively  and  play  carriers  off  against  each  other.  Finally, 
the  continued  entry  of  new  firms  provides  more  opportunities  for  buyers  and  creates 
incentives  for  competitors  to  vie  even  more  fiercely  for  share.  These  characteristics 
of  the  market  were  apparent  even  six  years  ago  and  are  even  more  salient  today. 
Nor  does  the  future  promise  any  slackening  of  competition.  Capacity  additions  con- 
tinue despite  unparalleled  overcapacity.  Buyers  grow  ever  more  eager  and  effective 
in  shopping  for  price  and  service  quality,  abetted  by  ceirriers'  huge  expenditures  on 
advertising  and  promotion.  Looking  at  the  record  of  recent  years,  I  feel  confident 
in  concluding  that  this  highly  competitive  market  is  structurally  inclined  to  become 
even  more  so. 
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EXHIBIT  1 
INTERLATA  INTEREXCHANGE  CARRIER  PRICING  HISTORY 


TARIFFED  BASIC-SCHEDULE  PRICE  OF  FIVE-MINUTE 
EARLY  EVENING  CALL  FROM  NEW  YORK  TO  CHICAGO 


1.85 


1.55 


PRICE  OF 

FIVE-MINUTE 

CALL 

(1991  "l-ZS 

DOLLARS) 


0.95 


0.65 


Average 

price 

reduction 

1984-1993: 

56% 


1984      1985 


1986       1987 


1988      1989      1990      1991       1992      1993 


Note:    1984-1992  figure*  reflect  price*  a*  of  December  31  of  each  year.  1993 

figure  reflects  price*  a*  of  September  1 . 
SOURCE:     FCC.  STATISTICS  OF  COMMUNICATIONS  COMMON  CARRIERS. 

1991/1992;  ATfcT,  MCI  AND  SPRINT  1992  AND  1993  TARIFF  RUNGS 
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EXHIBIT  2 
AT&T  PRICING  HISTORY 


AT&T  AVERAGE  REVENUE  PER  MINUTE  FOR  ALL  SERVICES 


105 


85 


INDEX 

(100  =  1991  01 

ARPM  including 

Access) 


75- 


65 


ARPM  Net  of  Access 


PERCENT 


(11.9%) 


(7.2%) 


55-^ , , 

01         02        03 

04 

01 

Q2         03 

04 

1 f 

01         02 

1991 

1992 

1993 

s 

OURCE:     ATfcT 

I 

I 


I 
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EXHIBIT  3 

AT&T  PRICING  FOR  SELECTED  SERVICES 

AT&T  AVERAGE  REVENUE  PER  MINUTE 
FOR  DOMESTIC  INBOUND  BUSINESS  SERVICES 


PERCENT 
£HAtifi£ 


INDEX 

(01  1984: 

100) 


(67.9%) 


1984   1985   1986   1987   1988   1989   1990   1991   1992   1993 

Note:    Based  on  avefage  revenue  per  minute  In  1992  dollars;  access  charges 
included. 

SOURCE:     AT4T 


110 
105 

100 

I 

INDEX         ^' 
(01  1990 
■  100)         80 

85 

80 


AT&T  AVERAGE  REVENUE 
PER  IMINUTE  FOR 
DOMESTIC  CONSUmiER  PERCENT 

LONG  DISTANCE  SERVICES         CUAtifiE 


75 


INDEX 

(01  1991 

-100) 


AT&T  AVERAGE  REVENUE 

PER  MINUTE  FOR 

DOMESTIC  BUSINESS 

OUTBOUND  SERVICES 


PERCENT 
CUAUfiE 


(17.1%) 


Q1  I  Q3  I  01   I  03   I  Q1   I  03  I  dl   I  Juty 
Q2      04      Q2      04       Q2      04       Q2 


(10.1%) 


1990 


1991 


1992 


1993 


1991 


1992 


1993 


Note:  Based  on  average  revenue  per 
minute  In  1992  dollars;  access 
charges  Included. 

SOURCE:     AT&T 


Note:  Based  on  average  revenue  per 
minute  In  1992  dollars;  access 
cttarges  included. 

SOURCE:     AT&T 
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EXHIBIT  6 
CUSTOMER  SATISFACTION 


RATING 


4.0 


3.7- 


3.6-. 


OVERALL  CARRIER  PERFORMANCE 
FOR  DATA  COMMUNICATIONS  SERVICES 


Average  of  all  carriers 


.  - -r 

, '  I-  Average  of 


Average  of  non-AT&T  carriers 


3.54- 
1990 


1991 


1992 


1993 


Note:     Respondents  were  asked  to  rank  on  a  scale  of  1  to  5  (1  =  Poor,  5  =  Excellent) 
their  satisfaction  with  carrier  services.  Averages  are  weighted  by  overall 
revenue  from  telecommunications  services.  Average  numt)er  of  respondents 
U587. 

SOURCE:     DATA  COMMUNICATIONS  MAGAZINE  ANNUAL  SUBSCRIBER  SURVEY 
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EXHIBIT  7 
INNOVATION 


1980 

1 

1993 

r 

to 

•  Movemen 

•  Fiber 

•  Deploymeni     standardize 
of  FASTAR       ISDN 

Network 

deptoyment 

Technology 

•  New  peneratioo 
of  switched 

(AT&T) 

•  True 
Voice 
(AT&T) 

.  DSO  (56/64  Kbps) 

•  T3  (45  Mbps)                            •  Bandwidth-                    | 

on-demand                    1 

Data 

.  T 1  ( 1 .5  Mbps)                           •  Fractional  T 1                   •  ^'^'^e                            \ 

Communications 

relay 

Services 

•  StwitctwdSe 
digital  service 

•  f'T^^^       •  Fractional  T3 
failure  detection 

and  rerouting 

•  Dedicated  line 

•  800  service          •  Direct  Customer 

800  service 

using  existing         Interface 

(1967) 

lines 

•  Pre-recoftJed 

800  Services 

information 
services 

.800 

portability 

•  Multiple 

•  SON 

recipient 

deployment 

tax  network 

Outt)ouncJ 

introduced 

Services 

1 

>  Satelllte-t>ased              • 
mult  point 
videoconterencing 

Land-tiased.  high         •  Land-based,  kDw 
speed  multipoint             speed  multipoint 
videoconferencing          videoconferencing 

a 

Magr>etic  strip                    •  PrepakJ  card 
calling  card                        •  Voice  card  tral 

•  Frequent  flier 

affiliated  calling      •  EasyReach 

card                          700 

•  Braille  card               (AT&T) 

•  Dual  credit  and 

Consumer 

calling  card 

Services 

•  In-language 
calling  card 

•  OOP  calling 
card 

•  Voice 
messaging, 
conference  on 
card 

SOURCE:      YANKEE  GROUP;  DATAPRO  INFORMATION  SERVICES 
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EXHiBrre 

CAPITAL  INVESTMENT  AND  EMPLOYMENT 


7000 -r 

6000 

5000 
CAPtTAL 

EXPEND)-      4000- 
TURES 

DOLLARS) 

2000-1 

1000 


1988 


1989 


1990 


1991 


1992 


EMPLOYMENT 
(THOUSANDS) 


180- 



160- 

=======rrr::=^=^^ 

OttMfS 

140- 

120- 

Sprint 

100- 
80- 

[^l]^^'^ ■ — Ma                       j 

60- 

40- 

20- 

ATJiT 

0- 

PERCENT 

108.1% 
IS.2% 
76.0% 

(6.6%) 


1986 


1989 


1990 


1991 


1992 


Note:     AT4T  rigur«t  are  for  Communication*  S«rvic«»  only;  Sprint  figures  Include 
long  distance  only  for  capital  expenditures,  but  corporate  total  for 
employment 

SOURCE:     ANNUAL  REPORTS;  STANDARD  &  POORS  COMPUSTAT  SERVICES; 
AT&T  FORM  M 
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EXHIBIT  9 
AVERAGE  PROFITABILnrV  OF  IXCs 


10t 


PERCENT 


1988 


WEIGHTED  AVERAGE  RETURN  ON 
ASSETS  FOR  U.S.  IXCs,  1988-1992 


1989 


1990 


1991 


1992 


FIVE-YEAR  AVERAGE  ROA,  1988-52,  FOR  SELECTED  INDUSTRIES 


PERCENT 


i 


IXCs 


Apparel  & 

Other  Finished 

Products 


Food  & 
Kindred 
Products 


Computer 

&  Office 

Equipment 


Motor 
Vehicles  & 
Car  Bodies 


Grain  Mill  Motor  Vehicle        Departmerrt 

Products  Parts,  Suppliers  Stores 


Perfume, 

Cosmetics, 

Toiletries 


SOURCE:      STANDARD  &  POORS  COMPUSTAT  SERVICES,  AT&T  FORM  M 
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EXHIBIT  10 
EXPORT  PERFORMANCE 


MINUTES       4 
(BILLIONS) 


TOTAL  SWITCHED  MINUTES 
INBOUND  TO  AND  OUTBOUND  FROM  U.S. 


ANNUAL 
PERCENT 
GROVSTTH 


13.4% 


Total  Minutes  Outbound 
fromU.S. 


l--- 


^**  N«t  Exported  Ulnute* 


' —  Total  Minutes 
Inbound  to  U.S. 


0^       I       I    1       I       I       I       I 

1984    1985    1986    1987    1988    1989    1990   1991 


6.1% 


1992 


SOURCE:     FCC  STATISTICS  OF  COMMUNICATIONS  COMMON  CARRIERS 
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EXHIBIT  12 
EVOLUTION  OF  800  SERVICES  THROUGH  1991 


DATE  OF 
INTRODUCTION 

SERVICE 

DESCRIPTION 

January  1967 

•  AT&T  600  Service 

•  Original  800  service 

-Can  be  accessed  from  other  countrws  via 
USADirect  Sendee 

1987 

•  MCI  BOO  Service 

•  Toll-free,  inbound  service 

-800  Switched  WATS  Termination  (WAL) 
-800  Dedicated  Termination  (DAL) 
-800  Common  Business  Line  (CBL) 

[>ec«mber  1987 

•  AT&T  800  Readyline 

•  Uses  existng  local  lines 

-Handles  up  to  500  hours  o<  inbound  calling  per 
month 

April  1990 

•  AT&T  800  Masterline  Service 

•  Terminates  interstate.  Intrastate,  and  Canadian 
800  traffic  on  a  single  dedicate  800  line 
-Eliminates  need  for  three  dedicated  lines 

August  1990 

•  MCI  800  Configuration  Management 

•  Direct  customer  Interlace  for  routing 

February  1991 

•  AT&T  Megacom  800  Service 

•  For  customers  with  10  or  more  lines  and  over  450 
flours  of  usage  per  month.  Optonal 
enfiancements: 

-Split  access  flexible  egress  routing 

-Aftemate  destination  call  redirection 

-Automatic  number  identification 

February  1991 

•  AT&T  800  INfomiation  FOrwarding-l 

•  Order-taking  service  for  busir>esses 

March  1991 

•  MCI  Enhanced  Call  Rooter  Feature 

•  NetworV-based  call  router 

1991 

•  AT&T  CustomNet  Service 

•  Designed  for  customers  with  multiple  locations 
-Usage  is  combined  for  volume  discourrts 

March  1991 

•  AT&T  AcJvanced  800  Service 

•  Enhanced  features  for  use  with  basic  AT&T  800 
Service,  800  Masterline.  Megacom  800  Service, 
and  800  Readyline 

-Versatility  in  numbering  and  routing  schemes 

September  1991 

•  AT&T  Starterline 

•  Targets  companies  with  less  than  three  hours  of 
toil-free  calls  per  nxinth 

-Routed  over  regular  phone  lines 

December  1991 

•  MCI  Survey 

•  Capability  to  set  up  pre-recorded  questions  tf«t 
callers  access  using  an  BOO  number 

SOURCE:     DATAPRO  INFORMATION  SERVICES 
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EXHIBIT  16 
CARRIER  RESPONSES  TO  800  PORTABILITY 


CARRIER 

FEATURE  /  SERVICE  INNOVATION 

MARKETING  RESPONSES 

AT&T 

•  800  Never  Miss  a  Call  Guarantee 

•  Custom  Traffic  Manager 

•  On-line  Call  Detail  Manager 

•  Signature  800 

•  800  Readyiine  Plus 

•  800  Masterline  Plus 

•  Megacom  800  Plus 

•  800  CustomNet 

•  Spent  reported  $75MM  on 
mari<eting  campaign  to  retain 
current  accounts 

MCI 

•  Fresh  Look  Guarantee 

•  800  MultiManager 

•  MCI  Traffic  View 

•  800  Guarantee  Plan 

•  Friends  &  Family  800 

•  Launched  $10MM  100-day  T.V. 
campaign  reported 

•  Spent  reported  $45MM  total  in  800 
campaign  to  gain  customers  from 
AT&T 

Sprint 

•  Secure  Canier  Diversity 

•  Secure  Satisfaction  Guarantee 

•  Site-RP  (Sprint  Interlace  to  an 
External  Routing  Processor) 

•  Clarity  Call  Center 

•  800  Call  Director 

•  40  seminars  held  for  users, 
analysts  and  clients  through 
summer  of  1992 

•  Deployed  team  of  50-60  people  in 
800  sales  effort 

Other 

•  Cable  &  Wireless,  Metromedia 
and  V^ilTel  began  offering 
nation-wide  service 

•  Enhanced  features  included 
Westinghouse  Communications 
billing,  call  accountability  and  call 
management 

•  PacBel!  became  first  RBOC  to 
offer  long  distance  toll-free 

•  Allnet  successful  at  gaining  new 
customer  data  bases 
-  Won  Call  Home  America 
customer  base  from  MCI 

Note:    Advertising  expendKures  from  Report  on  AT&T  May  10, 1993  and  Wachington  Post  NovemtMr  5, 1992 
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EXHIBIT  17 
INTEREXCHANGE  CARRIER  ADVERTISING  EXPENDITURES 


MILLIONS 

OF 
DOLLARS 


LONG  DISTANCE  ADVERTISING  AND  PROMOTION  EXPENDITURES, 

1986-1992  (EST.)  ^^^^ 

1.9% 


1986  1987  1988  1989  1990  1991 

SOURCE:     COMMUNICAnONS  TRENDS  /  SIMBA  INFORMATION 


18.9% 


24.1% 


12.2% 


1992 
(Est) 


PERCENT 


4- 


LONG  DISTANCE  ADVERTISING  AND  PROMOTION  EXPENDPrURES 
AS  A  PERCENTAGE  OF  SALES,  1986-1992  (EST.) 


MCI -I 


AT4T— ' 


Sprint 


1986 


1987 


1988 


1989 


1990 


1991 


1992 
(Est) 


SOURCE:     COMMUNICATIONS  TRENDS  /  SIMBA  INFORH^TION;  AT&T  FORM  M; 
STANDARD  &  POORS  COMPUSTAT  SERVICES 
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EXHIBITie 
NEW  DISTRIBUTION  CHANNELS 


CARRIER 

PARTNER 

PROGRAM 

PRODUCTS 

DATE 
BEGUN 

MCI 

•  General  Motors 

•  5%  of  all  calling  applied  towards  purchase  of 
GU  vehicle 

•  Extra  5%  off  MCI  charges  Wiled  to  credit  card 

•  Diat-I 
.600 

9/92 

.Citibank 

•  15  minutes  of  tree  long  distance  every  month 
In  which  use  Cititjank  Visa 

•  Annual  tee  waived  It  customer  remains 
presut>scrit)ed  with  MCI 

.Dial-1 
.0+ 

11/92 

•  American 
Airlines 

•  All  MCI  telecom  usage  applied  towards  free 
mileage 

•  5  miles  tor  every  dollar  spent 

•  Extra  mile  If  charged  through  CItitMink 

•  All  MCI  usage 

1/89 

•  Northwest 
Airlines 

•  All  MCI  telecom  usage  applied  towards  free 
mileage 

•  One  WoridPerks  mile  plus  4  bonus  miles  for 
every  dollar  spent 

.  All  MCI  usage 

6/89 

•  American 
Express 

•  College  students  ennslled  in  Connect  Plus 
receive  30  minutes  of  k>ng  distance  free  for 
one  year  and  $3  of  credit  on  each  of  12  bills 
after  enrollment 

•  Calling  card 

1991 

•  Celutel 

•  Discounts  on  MCl's  service  available  to 
Celutel  customers 

•  Celutel  assists  MCI  in  marketing  directly  to 
CelutePs  business  customers 

.  All  MCI  usage 

2/93 

Sprint 

•  Visa 

•  Visa  canjholders  from  three  Korean  t>anks 
can  use  Visa  cards  to  charge  international 
fc>ng  distance  calls  from  ttie  U.S. 

•  Visa  Phone 
service 

9^92 

•  American 
Fxpress 

•  Connect  Plus,  as  detailed  above 

•  Calling  card 

1991 

•  Asian  American 
investors 

•  An  Asian  American  Association  will  marVet 
Sprint  products  and  services  to  Asian 
communities  in  nine  U.S.  dtes 

.  The  Most 

.  Sprint  Worid 

.  Sprint  FONCARD 

2/93 

•  Celutel 

•  Discounts  on  Sprint  service  available  to 
Celutel  customers 

•  Sprint  and  Celutel  assist  in  each  other's  sales 
efforts 

•  All  Sprint  usage 

5/93 

SOURCE:     AT4T;  PR  NEWSWIRE;  LONG  DISTANCE  LETTER 
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EXHIBIT  19 
MARKET  SHARE  SHIFTS 


CHANGE  IN  MARKET  SHARE 
FROM  PREVIOUS  QUARTER,  1992-1993 


PERCENTAGE 

POINT 

CHANGE 


-1- 


-2- 


MCI 


Q2 


I 

Q3 
1992 


I 
Q4 


— — f 
Q1 
1993 


SOURCE:     LONG  DISTANCE  MARKET  SHARE.  FCC.  JUNE  1993 
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EXHIBIT  20 
SWITCHING  FROM  AT&T  BY  SELECTED  BUSINESS  CUSTOMERS 


■ 

YEAR 

SAMPLE  ACCOUNTS  SWITCHING 
FROM  AT&T  TO  COMPETITOR 

COMPETITOR 

1989 

•  Apple  Connputer 

•  Greyhound  Lines,  Inc. 

•  Gmbb  &  Ellis 

•  Merrill  Lynch 

•  PepsiCo 

•  Sears,  Roebuck 

•  Sprint 

•  Sprint 

•  Sprint 

•  MCI 

•  Sprint 

•  Sprint 

1990 

•  CBS 

•  Chrysler 

•  Citicorp 

•  General  Electric 

•  Household  International 

•  Mobil  Oil 

•  Neiman  Marcus 

•  Reynolds  &  Reynolds 

•  Rockwell 

•  Shawmut 

•  MCI 

•  MCI 

•  MCI 

•  Sprint 

•  MCI 

•  MCI 

•  MCI 

•  Sprint 

•  Sprint 

•  MCI 

1991 

•  Aetna 

•  Circuit  City  Stores 

•  General  Electric 

•  Silicon  Graphics 

•  United  Stationers 

•  Unocal 

•  ZaIe  Corp. 

•  MCI 

•  MCI 

•  MCI 

•  Sprint 

•  Sprint 

•  MCI 

•  MCI 

1992 

•  American  Greetings 

•  Challet  Susse 

•  Holiday  Inn 

•  Kroger  Co. 

•  Maytag  Corp. 

•  McDonnell  Douglas 

•  North  American  Philips 

•  MCI 

•  MCI 

•  MCI 

•  MCI 

•  MCI 

•  MCI 

•  MCI 

SOURCE:     PRESS  REPORTS 
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EXHIBIT  21 

FINANCIAL  PERFORMANCE  OF  IXCs 

SALES  OF  SELECTED  TELECOMMUNICATIONS  COMPANIES 
DOLLARS  (MILLIONS) 


COMPANY 

1988 

1989 

1990 

1991 

1992 

CAGB 

AT&T 

35,276 

34,277 

33.534 

33,926 

34.992 

0.0% 

MCI 

5,137 

6,471 

7,680 

9,491 

10,562 

19.8% 

Sprint 

3,405 

4,324 

5,065 

5,388 

5,658 

13.5% 

ALC  /  Allnet 

394 

334 

326 

347 

376 

(1.2%) 

LDDS 

20 

109 

154 

263 

800 

151.5% 

NET  INCOME  OF  SELECTED  TELECOMMUNICATIONS  COMPANIES 

DOLLARS  (MILLIONS) 


COMPANY 

1988 

1989 

1990 

1991 

1992 

CAGR 

AT&T 

1,689 

1,947 

2,197 

1.906 

2,116 

5.8% 

MCI 

346 

558 

299 

551 

609 

15.2% 

Sprint 

(386) 

156 

99 

195 

198 

N/A 

ALC /Allnet 

(29.9) 

(21.3) 

(19.6) 

5.3 

20.8 

N/ A 

LDDS 

(1.7) 

0.8 

9.7 

17.7 

(5.9) 

N/A 

CASH  FLOW*  OF  SELECTED  TELECOMMUNICATIONS  COMPANIES 

DOLLARS  (MILLIONS) 


COMPANY 

1988 

1989 

1990 

5.067 

1991 

1992 

CAGR 

AT&T 

4,005 

5,124 

4.970 

4.318 

1 .9% 

MCI 

905 

1,258 

1,042 

1,297 

1,452 

12.6% 

Sprint 

(41) 

650 

693 

879 

898 

N/A 

ALC /Allnet 

(11.9) 

(8.7) 

(7.8) 

13.6 

24.8 

N/A 

LDDS 

(0.6) 

10.7 

19.2 

33.1 

53.7 

N/A 

*  Cash  flow  defined  as  Net  Income  and  Depreciation 
Note:     AT&T  figures  inclixle  Communications  Services  only;  Sprint  Includes  long  distance  only 
SOURCE;      ATiT  FORM  M;  STANDARD  &  POORS  COMPUSTAT  SERVICES;  ANNUAL  REPORTS 
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EXHIBIT  22 
FINANCIAL  PERFORMANCE  OF  IXCs 


PERCENT 


RETURN  ON  AVERAGE  ASSETS  OF  SELECTED 
TELECOMMUNICATIONS  COMPANIES 


1988 


1989 


1990 


1991 


1992 


Note:     AT&T  figures  Include  Communlcationt  Services  only;  Sprint  Includes 
long  distance  only 

SOURCE:     AT&T  FORM  M;  STANDARD  &  POORS  COMPUSTAT  SERVICES; 
ANNUAL  REPORTS 


PERCENT 


RETURN  ON  SALES  OF  SELECTED 
TELECOMMUNICATIONS  COMPANIES 


MCI  1 

J •.. 

•  •  *  '  •  , 


1988 


rr::^ 


r«^ 


ALC  /  Allnet 


1989 


1990 


1991 


1992 


Note:     AT&T  figures  Include  Communications  Services  only;  Sprint  Includes  long  distance 
only;  ROS  is  net  income  /  sales. 

SOURCE:     AT&T  FORM  M;  STANDARD  &  POOR'S  COMPUSTAT  SERVICES;  ANNUAL 
REPORTS 


INDEX 
(1987=100) 


600 
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EXHIBFT  23 

STOCK  PRICE  PERFORMANCE  AND  BOND  RATINGS 
OF  INTEREXCHANGE  CARRIERS 

STOCK  PRICE  PERFORMANCE  OF  SELECTED 
TELECOMMUNICATIONS  COMPANIES,  1987-1992 


500- 


400- 


300- 


200- 


100 


^  p  Sprint  y 


"^><> 


ALC  /  Allnet- 


I  I  I  I  I 

1987  1988  1989  1990  1991  1992         August  30, 

1993 
SOURCE:      STANDARD  &  POOR'S  COMPUSTAT  SERVICES;  WALL  STREET 
JOURNAL 

STANDARD  &  POOR'S  BOND  RATINGS  OF 
SELECTED  TELECOMMUNICATION  COMPANIES,  JULY  1993 


COMPANY 

BOND  RATING 

AT&T 

AA 

MCI 

BBB-,  BBS 

Sprint 

BBB-,  A- 

ALC  /  Allnet 

B- 

The  Williams  Companies 

BBB- 

Note:    The  Williams  CompaniM  lnclu<ies  Winel,  WUUams  Westsm  Group,  Wllllains  Natural  Gas 

Company,  Wldlams  Erwrgy  Company,  and  Wllitams  Plp«  Line  Company 
SOURCE:      STANDARD  I.  POOR^S  COMPUSTAT  SERVICES 
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EXHIBIT  24 
DOMESTIC  GEOGRAPHIC  SCOPE  OF  INTEREXCHANGE  CARRIERS 


NUMBER 

OF 

FIRMS 


NUMBER  OF  FIRMS  PURCHASING  EQUAL  ACCESS 
IN  45  OR  MORE  STATES,  1986-1992 


1986 


1987 


1988 


1989 


1990 


1991 


1992* 


*  Carriers  and  number  of  states  In  which  purchase  equal  access:  Allnet  (49),  AT&T  (50), 
Cable  &  Wireless  (46),  LODS  (48),  MCI  (50),  Metromedia  (50),  Oncor  Communications  (48), 
Sprint  (49),  and  WllTel  (49) 

Note:    As  of  December  of  each  year 

SOURCE:     SUMMARY  OF  LONG  DISTANCE  CARRIERS.  FCC.  MARCH  1993 
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EXHIBIT  25 
INTERNATIONAL  SCOPE  OF  INTEREXCHANGE  CARRIERS 


NUMBER  OF  COUNTRIES  TO  WHICH  IXCs 
PROVIDE  DIRECT  DIAL  SERVICE,  1993 


240 


210- 


180 


150 

NUMBER 

OF  120-1 

COUNTRIES 

90-1 


60- 


30- 


AT&T 


MCI 


Sprint 


SOURCE:     AT&T  COMMENTS  FILED  IN  FCC  DOCKET  92-134 
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EXHIBIT  28 
ELASTICITY  OF  DEMAND  FOR  INTERLATA  IX  SERVICES 


ANALYST 


SOURCE 


SEGMENT 


ELASTICITY 
ESTIMATE 


Alexander  Belifante, 
Jerry  Hausman  and 
Timothy  Tardiff 


FCC  Industry  Analysis, 
May  1993  (p.  182) 


Industry 


-0.55 


Larson  and  John  S. 
Watters,  Southwestern 
Bell  Telephone 


Cited  by  Jain-Shing  A. 
Chen  and  John  S. 
Watters  in  "Estimating 
Telephone  Usage 
Elasticities:  A  Shares 
Equation  System 
Approach"  Applied 
Ecgngmics,  I992(p. 


IntraLATA 


-0.44 


1219) 


Jacic  C.  Lee,  Member  of 
Technical  Staff,  Statistics 
Research  Group  at  Bell 
Communications 
Research 


Nested  Rotterdam  Model 
Appliggt'ong  t9 
Marketing  Research  with 


Special  Reference  to 
Telecommunications 
Demand  (p.  205,  Table  2) 


InterLATA 


-0.353 


William  E.  Taylor  and 
Lester  D.  Taylor,  National 
Economic  Research 
Associates,  Inc.  and 
Department  of 
Economics,  University  of 
Arizona. 


Post-Divestiture  Long 
Distance  Competition  in 


the  United  States.  May 
1993  (p.  188) 


InterLATA 


-0.63 


Joseph  Gatto,  AT&T 


"Interstate  Switched 
Access  Demand 
Analysis"  Information 
Economics  and  Policy 


InterLATA 


-0.72 


Journal.  1988 
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Senator  Metzenbaum.  Thank  you,  Mr.  Allen. 

Senator  Thurmond,  do  I  understand  that  you  had  one  question? 

Senator  THURMOND.  Thank  you  very  much.  I  have  another  en- 
gagement, and  I  appreciate  your  courtesy. 

Mr.  Allen,  welcome. 

Mr.  Allen.  Thank  you. 

Senator  Thurmond.  The  written  testimony  of  Ms.  Steptoe  of  the 
Federal  Trade  Commission  points  out  that  nonhorizontal  mergers 
may  be  anticompetitive  by  eliminating  potential  competition.  Could 
you  please  address  this  issue  by  discussing  whether  AT&T  could 
have  directly  entered  the  cellular  market  without  acquiring  the 
largest  cellular  company? 

Mr.  Allen.  Yes;  we  looked  at  a  number  of  different  ways  that 
we  could  enter  the  cellular  market  and  we  made  the  business  judg- 
ment that  this  was  the  quickest  and  the  most  efficient  way  and, 
most  importantly,  it  was  the  manner  in  which  we  could  stimulate 
competition  in  this  marketplace  the  fastest.  There  will  be  addi- 
tional competition  in  the  future  as  other  spectrum  allocations  are 
made  and  have  been  made  to  other  potential  competitors,  but  in 
terms  of  real-time,  early  competition  we  felt  that  this  was  the  best 
avenue  for  us. 

Senator  Thurmond.  Mr.  Allen,  please  explain  your  plan  to  bun- 
dle cellular  and  long-distance  services,  and  discuss  whether  you  ex- 
pect this  bundling  to  put  pressure  on  other  cellular  or  long-distance 
companies  to  offer  comparable  services. 

Mr.  Allen.  Well,  we  have  not  made  market  judgments.  We  are 
not  even  absolutely  certain  the  merger  will  be  approved  and  we  are 
in  the  very  early  stages  of  discussing  relationships  between  the 
company  and  getting  through  the  premerger  hurdles  with  the  var- 
ious regulatory  bodies. 

Having  said  that,  it  would  be  my  opinion,  without  being  expert 
in  the  marketing  area,  that  one  of  the  very  stimulating  competitive 
approaches  for  businesses  which  are  separately  competitive  is  to 
bundle  offers  that  are  appealing  to  customers.  Customers  are  not 
required  to  accept  bundled  offers  and  to  the  extent  that,  if  this 
merger  is  approved,  AT&T  and  McCaw  make  bundled  offerings  in 
the  marketplace,  that  would  not  be  the  only  way  customers  could 
purchase  those  services.  They  could  purchase  them  separately  and 
independently  and,  of  course,  if  they  don't  like  our  bundles  or  our 
separate  offerings,  they  can  always  go  somewhere  else. 

Senator  Thurmond.  Mr.  Allen,  what  degree  of  competition  with 
the  local  access  carriers  do  you  believe  should  occur  before  it  would 
be  appropriate  to  lift  the  Modification  of  Final  Judgment  restric- 
tions on  the  regional  Bell  operating  companies,  and  do  you  see  this 
level  of  competition  with  the  local  exchange  eventually  being  pro- 
vided by  cellular  service  or  by  cable  companies  offering  telephone 
service  or  in  some  other  way? 

Mr.  Allen.  Well,  the  great  hope  for  AT&T,  and  I  think  for  con- 
sumers in  this  country  has  been  and  would  be  that  the  cable  com- 
panies would  be  the  most  likely  competitors  to  the  local  exchange 
companies  for  local  exchange  service,  and  we  continue  to  hope  and 
believe  that  will  be  the  case. 

In  a  separate  hearing  before  another  Senate  committee,  we  were 
asked  if  we  would  provide  criteria  for  determining  when  competi- 
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tion  exists  in  the  local  exchange.  It  is  a  challenging  task  to  do  so, 
but  let  me,  if  I  may,  just  quote  the  metrics  that  we  submitted  in 
that  context.  First,  there  would  be  no  application  for  elimination 
from  the  restrictions  or  for  petition  into  the  interLATA  business  for 
7  years,  which  would  permit  the  RBOC's  sufficient  time  for  upgrad- 
ing and  opening  their  networks  to  competition. 

Second,  100-percent  implementation  of  open  network  and  num- 
ber portability  specifications  would  be  made;  that  is,  the  entire  net- 
work of  a  local  exchange  company  would — or  all  of  their  customers 
would  have  open  network  and  number  portability. 

Third,  75  percent  of  the  subscribers  in  a  particular  telephone 
company's  territory  would  be  able  to  obtain  local  exchange  and  ex- 
change access  service  from  two  or  more  providers  at  cost  and  qual- 
ity comparable  to  the  telephone  company;  that  is  to  say  you  would 
have  at  least  a  choice  of  one  other. 

Finally,  the  real  test  of  competition  is  not  just  whether  choices 
are  available,  but  whether  customers  make  those  choices.  At  least 
30  percent  of  those  subscribers  must  actually  rely  on  alternative 
providers.  We  believe  that  those  are  criteria  which  would  dem- 
onstrate that  competition  does  exist. 

Senator  Thurmond.  Mr.  Allen,  you  emphasized  in  your  written 
testimony  that  long-distance  services  are  highly  competitive,  and 
submitted  a  study  showing  that  long-distance  companies  are  mak- 
ing only  average  profits.  If  this  is  true,  why  are  the  regional  Bell 
companies  so  eager  to  compete  in  long  distance? 

Mr.  Allen.  Well,  Senator,  with  all  due  respect,  I  think  you  would 
have  to  ask  them  because  they  are  full  participants — some  would 
say  more  than  full  participants  today  in  the  long-distance  market; 
that  is  to  say  that  40  cents  of  every  dollar  we  collect  from  our  long- 
distance customers  we  pay  to  the  local  telephone  companies  for  ac- 
cess. Not  only  are  they  full  participants  in  that  sense;  we  are  their 
largest  customer  in  that  regard,  represent  something  on  the  order 
of  20  percent,  on  the  average,  I  believe,  of  their  total  revenues.  In 
many  cases,  our  studies  indicate  that  those  access  costs  produce  up 
to  and  as  much  as  110  percent  of  their  total  profits  for  the  whole 
enterprise.  That  differs  from  place  to  place. 

So  I  find  it  as  puzzling  as  your  question  seems  to  suggest  as  to 
why  they  would  want  to  enter  the  long-distance  market  in  any 
other  fashion.  I  would  love  to  have  that  kind  of  business  and  those 
kinds  of  margins. 

Senator  Thurmond.  Mr.  Chairman,  thank  you  very  much.  Thank 
you,  Mr.  Allen,  for  your  appearance. 

Mr.  Allen.  Thank  you.  Senator. 

Senator  Thurmond.  I  have  another  engagement,  Mr.  Chairman, 
that  I  have  to  go  to,  but  I  have  a  few  questions  for  Mr.  Cooper  and 
Mr.  Schwartzman,  that  I  would  like  them  to  answer  for  the  record. 

Senator  Metzenbaum.  Thank  you  very  much.  We  will  provide  for 
that.  Thank  you  for  being  with  us. 

Mr.  Allen,  I  think  you  have  covered  this,  but  I  want  to  just  go 
back  to  it  for  a  moment.  One  aspect  of  your  proposed  merger  with 
McCaw  Cellular  is  particularly  troubling  to  me.  As  the  Nation's 
largest  long-distance  phone  company,  this  merger  would  put  you  in 
the  position  of  potentially  reducing  long-distance  competition  by 
connecting  McCaw's  mobile  car  phone  calls  automatically  into  your 
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long-distance  company.  Would  you  accept  free  choice  of  phone  car- 
riers, nondiscrimination  and  equal  access  as  appropriate  conditions 
of  your  merger  and  as  ongoing  regulatory  policy? 

Mr.  Allen.  Mr.  Chairman,  we  believe  that  choice  and  competi- 
tion should  be  the  guidelines  and  the  rules  in  this  business,  and 
as  I  think  we  have  stated  publicly  before,  but  I  want  to  make  very 
clear  here  today,  we  have  volunteered  the  fact  that  we  would  ac- 
cept those  conditions,  and  wholeheartedly  so. 

Senator  Metzenbaum.  You  state  in  your  testimony  that  AT&T 
does  not  intend  to  become  a  local  telephone  company.  However,  by 
attempting  to  merge  with  McCaw,  which  provides  mobile  car  phone 
service  in  local  markets,  you  will  certainly  be  positioned  to  provide 
local  phone  service.  If  you  begin  to  compete  for  local  phone  service, 
would  you  be  willing  to  abide  by  all  the  open  network  non- 
discrimination rules  that  you  suggest  the  Bell  companies  follow? 

Mr.  Allen.  We  have  no  intention  of  doing  so,  but  I  can't  speak 
for  all  time  and  I  certainly  can't  speak  for  my  successor.  But  if  that 
were  the  situation,  we  would  accept  all  of  those  conditions  that  you 
cite. 

Senator  Metzenbaum.  In  your  testimony,  you  support  the  devel- 
opment of  competition  of  local  telephone  monopolies,  and  I  am 
frank  to  say  to  you  that  I  share  your  goals.  However,  I  am  con- 
cerned that  the  proposed  merger  of  Bell  Atlantic  and  TCI  will  re- 
duce the  incentives  for  cable  companies  in  Bell  Atlantic's  region  to 
move  aggressively  into  the  telephone  business.  Do  you  share  those 
concerns? 

Mr.  Allen.  Well,  I  do  share  those  concerns  not  because  I  particu- 
larly question  the  intent  of  either  party  in  that  case,  but  because 
the  history  does  not  demonstrate  that  there  has  been  much  propen- 
sity for  one  to  compete  with  the  other  in  any  territory. 

Senator  Metzenbaum.  And  isn't  it  the  fact  that  even  if  the  tele- 
phone company  sells  off  its  cable  operations 

Mr.  Allen.  In  its  own  territory? 

Senator  METZENBAUM.  In  its  own  territory.  Isn't  it  reasonable  to 
assume  as  a  practical  business  matter  that  that  kind  of  sale  will 
be  made  in  such  a  way  without  any  specific  understanding  or  any 
language  in  the  agreement  that  the  purchaser  will  not,  at  least  for 
a  reasonable  period  of  time,  become  an  aggressive  competitor? 

Mr.  Allen.  Well,  I  wouldn't  want  to  attribute  motives.  Senator, 
that  may  not  be  there. 

Senator  Metzenbaum.  I  am  just  talking  about  the  realism  of  the 
business  world. 

Mr.  Allen.  I  think  if  you  are  talking  about  relationships  that 
have  existed  for  a  long  time  and  tend  to  cause  people  to  lean  one 
way  or  the  other,  I  would  have  to  assume  that  if  they  erred  on  any 
side,  it  would  be  on  the  side  you  suggest. 

Senator  Metzenbaum.  Were  there  requirements  imposed  by  the 
Department  of  Justice  in  the  breakup  of  the  old  Bell  System  that 
have  resulted  in  increased  competition  which  might  be  useful  to 
apply  to  the  proposed  Bell  Atlantic-TCI  merger? 

Mr.  Allen.  I  certainly  think  that  the  equal  access  provisions — 
and  I  don't  know  precisely  what  that  means  in  this  new  context, 
but  I  certainly  believe  that  equal  access  is  a  very  important  issue. 
I  think  providers  of  information  and  receivers  of  information  which 


158 

are  on  either  end  of  that  distribution  capabiHty  that  exists  in  the 
telephone  companies  will  have  a  high  level  of  interest  in  having 
choice;  that  is  to  say  the  consumers  at  the  end  would  want  to  have 
choice  about  content  and  content  providers  would  want  to  be  sure 
that  their  potential  customers  can  get  access  to  their  services.  I 
certainly  think  that  would  be  an  important  provision,  probably  the 
most  important. 

Senator  Metzenbaum.  A  witness  at  our  last  hearing,  Dale  Hat- 
field, expressed  strong  concern  that  if  the  Bell  Atlantic-TCI  merger 
were  approved,  Bell  Atlantic  would  not  be  likely  to  compete  aggres- 
sively for  the  core  cable  or  local  phone  business  of  the  incumbent 
phone  or  cable  companies  in  its  territories.  Instead,  Bell  Atlantic 
would  be  likely  to  expand  its  phone  and  cable  businesses  to  com- 
pete on  the  margins  for  new  combinations  of  telephone  and  video 
services. 

It  seems  to  me  if  Mr.  Hatfield  is  correct,  we  wouldn't  really  have 
the  kind  of  local  phone  or  cable  competition  that  would  connect  the 
most  commonly  used  long-distance  services  your  company  provides. 
Is  that  a  potential  problem  with  the  Bell  Atlantic-TCI  merger,  and 
should  antitrust  officials  be  concerned  about  it? 

Mr.  Allen.  Well,  I  think  it  could  be.  Again,  I  don't  want  to  at- 
tribute motives  or  behavior  with  respect  to  people  who  are  good 
customers  of  ours  and  people  with  whom  we  have  dealt  successfully 
over  a  number  of  years.  I  would  again  recite  the  history  in  the  10 
years  since  the  breakup  of  the  Bell  System.  I  have  not  seen  a  sin- 
gle RBOC  compete  in  another's  territory,  with  the  exception  of  cel- 
lular franchises  that  they  have  bought  in  some  of  those  areas,  and 
I  certainly  have  never  seen  a  cable  company  compete  against  an- 
other cable  company  or  a  telephone  company.  So,  I  think  with  no 
record  of  competition  or  incentive  to  compete,  I  would  have  to  be 
concerned  about  those  issues. 

Senator  Metzenbaum.  Our  Nation  has  a  long  history  of  prevent- 
ing companies  that  control  the  transmission  of  communications 
from  interfering  with  the  content  or  the  speech  that  is  being  com- 
municated. I  fear  this  principle  is  jeopardized  when  more  and  more 
cable  or  telephone  companies  own  or  control  the  programming  they 
deliver  to  television  viewers. 

As  telephone  and  television  technologies  merge,  don't  you  believe 
we  should  impose  strict  limits  on  any  transmission  company, 
whether  it  be  a  telephone  company,  a  cable  company,  wireless, 
whatever,  that  would  prevent  it  from  controlling  or  manipulating 
the  message  being  communicated? 

Mr.  Allen.  Well,  manipulating  might  be  one  concern  I  would 
have.  I  have  mixed  emotions  about  that  issue.  If  customers  can 
make  choices  at  the  local  exchange  level  and  real  competition  does 
exist,  then  I  believe  that  the  people  who  control  the  transmission 
to  the  customers  will  ultimately  be  incented  to  obtain  content  that 
their  consumers  want.  Therefore,  I  would  have  a  natural  concern 
about  the  vertical  integration  of  content  and  deliverers  of  content, 
but  I  think  if  we  have  the  discipline  at  the  consumer  end — ^that  is 
to  say,  competition — I  think  that  market  can  get  sorted  out  reason- 
ably well,  it  would  be  my  personal  opinion. 
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Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Allen.  Each 
time  you  come  before  us  to  testify,  you  are  always  a  very  coopera- 
tive witness  and  we  are  happy  to  have  you  with  us,  sir.  Thank  you. 

Mr.  Allen.  Thank  you  for  the  opportunity. 

Senator  Metzenbaum.  Our  next  two  witnesses  are  Mark  Cooper 
of  the  Consumer  Federation  of  America,  and  Andrew  Schwartzman 
of  the  Media  Access  Project.  I  think  each  of  these  witnesses  has 
been  told  to  have  5  minutes  for  presentation. 

Mark,  are  you  ready  to  go  forward? 

PANEL  CONSISTING  OF  DR.  MARK  N.  COOPER,  DIRECTOR  OF 
RESEARCH,  CONSUMER  FEDERATION  OF  AMERICA;  AP^  AN- 
DREW JAY  SCHWARTZMAN,  EXECUTIVE  DIRECTOR,  MEDIA 
ACCESS  PROJECT 

STATEMENT  OF  DR.  MARK  N.  COOPER 

Mr.  Cooper.  Thank  you,  Mr.  Chairman.  The  information  indus- 
tries affected  by  the  TCI-Bell  Atlantic  merger  may  well  be  the 
highways  of  economic  commerce  in  the  21st  century  and  the  mar- 
ketplace of  political  ideas.  The  decisions  we  make  today  about  the 
concentration  in  these  industries  could  go  a  long  way  toward  deter- 
mining the  nature  of  our  economic  well-being  and  political  freedom. 

In  the  decade  since  divestiture  of  local  telephone  service  and  de- 
regulation of  cable  TV  service,  these  two  firms  have  defended  their 
monopoly  power  and  their  core  businesses,  extended  their  market 
power  to  related  activities,  and  never  tried  to  bresik  the  core  busi- 
ness monopoly  of  others.  They  have  achieved  these  objectives  by  de- 
nial of  access  and  manipulation  of  access  to  bottleneck  facilities, 
abusive  marketing  of  consumer  services,  funding  acquisitions  with 
excessive  rates  on  monopoly  services,  extending  market  power 
through  acquisition,  expanding  market  power  by  leveraging  their 
monopoly  base,  and  mutual  forbearance  from  competing  in  other 
markets.  I  prepared  documents  which  I  have  submitted  with  my 
testimony  that  look  at  a  variety  of  these  practices. 

To  believe  that  these  two  companies  would  suddenly  become  vig- 
orous competitors  requires  a  leap  of  faith  that  responsible  public 
policymakers  cannot  make.  In  truth,  the  merger  can  only  make 
matters  worse.  Marrying  TCI's  market  power  over  programming 
and  cable  distribution  with  Bell  Atlantic's  financial  resources  will 
only  enhance  TCI's  efforts  to  dominate  the  programming  sector. 

Combining  the  massive  potential  for  cross-subsidy  possessed  by 
the  telephone  company  with  ownership  of  programming  in  the 
cable  company  would  be  an  added  weapon  for  an  integrated  telco 
cable  company  to  prevent  entry  into  the  telephone  business.  Creat- 
ing a  company  that  owns  both  a  ubiquitous,  closely  regulated  com- 
mon carrier  and  a  ubiquitous,  lightly  regulated  private  carrier  will 
simply  stimulate  the  migration  of  services  to  the  private  network, 
enabling  the  merged  entity  to  increase  profits  without  going  into 
the  telephone  business  in  any  competing  area.  Where  the  two  com- 
panies do  decide  to  enter  the  cable  business,  the  combination  of 
massive  resources,  control  over  programming  and  access  to  a  tele- 
phone cross-subsidy  will  quickly  overwhelm  the  competition. 

Theories  of  technological  convergence  or  economic  synergies  just 
do  not  justify  this  merger.  As  technologies  converge  and  become  ho- 
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mogeneous,  we  should  have  decentraUzation — anybody  can  buy  it — 
not  concentration.  If  economies  of  scale  require  one  firm  to  cover 
half  the  country  and  own  three-quarters  of  the  most  popular  pro- 
gramming, then  the  possibility  of  a  competitive  market  is  dubious 
at  best. 

Nor  can  we  rely  on  regulators.  The  Federal  Communications 
Commission  could  not  prevent  anticompetitive  abuses  in  the  1960's 
and  1970's  in  a  fairly  simple  industry  like  telecommunications. 
That  was  the  basis  for  the  antitrust  breakup  of  the  telephone  com- 
pany. They  have  not  been  able  to  do  it  in  the  1980's  as  the  local 
exchange  companies  moved  into  information  services.  The  problem 
of  regulating  anticompetitive  behavior  in  a  mixed  telco  cable  com- 
pany in  the  1990's  would  be  even  farther  beyond  their  capabilities. 

Therefore,  to  ensure  an  open  and  competitive  information  age,  to 
prevent  anticompetitive  cross-subsidies  and  further  abuse  of  con- 
sumers and  competitors,  any  merger  of  the  two  industries  through 
acquisition  must  meet  a  series  of  conditions.  It  must  extend  the 
principles  of  common  carriage  to  the  cable  network.  It  must  be  con- 
tingent upon  the  prior  existence  of  effective  competition  to  the  pub- 
lic switched  telephone  network.  It  must  require  that  services  pro- 
vided over  either  network  pay  for  all  facilities  utilized  in  proportion 
to  the  demand  placed  on  the  network  to  prevent  cross-subsidy.  It 
must  require  that  all  telephone  and  cable  operations  be  completely 
separate  and  subject  to  full,  direct  oversight  by  Federal  and  State 
regulators.  None  of  these  protections  exist  today. 

With  respect  to  this  specific  merger,  we  must  go  even  farther  be- 
cause of  its  massive  nature.  Divestiture  of  programming  from  TCI 
and  distribution  must  take  place.  That  is  the  only  cure  to  prevent 
TCI  from  its  continued  anticompetitive  pattern  of  amassing  market 
power  in  programming.  Divestiture  of  the  telephone  lines  in  areas 
of  overlap  is  the  preferable  cure  for  anticompetitive  problems,  since 
the  telephone  monopoly  is  stronger  than  the  cable  monopoly. 

The  future  of  any  acquisition  of  programming  must  be  precluded, 
since  the  massive  presence  of  TCI  and  Bell  Atlantic  in  distribution 
creates  an  immediate  competitive  problem  with  respect  to  potential 
demand,  denial  of  access  to  demand.  These  are  theories  that  were 
articulated  by  the  first  witness  and  we  think  they  are  very  real  in 
this  merger. 

A  century  ago,  we  fought  a  similar  battle  in  this  country  when 
the  robber  barons  in  the  railroad  industry  sought  to  seize  the  le- 
vers of  economic  power  through  anticompetitive  practices  and  ma- 
nipulation of  pricing  and  access.  The  battle  to  preserve  our  political 
and  economic  freedom  started  on  the  highways  of  commerce  of  that 
age,  the  railroads,  and  it  was  won  by  aggressive  regulation  and  the 
creation  of  the  very  antitrust  laws  that  this  committee  oversees. 

With  the  information  age  reaching  into  the  home  of  every  citizen 
in  the  country,  the  stakes  are  certainly  as  large  today  as  they  were 
then.  Our  economic  analysis  leads  to  a  similar  conclusion.  In  exces- 
sive economic  concentration,  there  is  neither  economic  prosperity 
nor  political  freedom. 

Thank  you. 

[The  prepared  statement  of  Mr.  Cooper  follows:] 
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Prepared  Statement  of  Dr.  Mark  N.  Cooper 

Mr.  Chairman  and  members  of  the  Committee,  I  am  Dr.  Mark  N.  Cooper,  Director 
of  Research  at  the  Consumer  Federation  of  America  (CFA).  CFA  is  the  nation's  larg- 
est consumer  advocacy  organization,  composed  of  over  250  state  and  local  groups 
with  some  50  million  members.  CFA  has  participated  in  virtually  every  federal  reg- 
ulatory and  legislative  proceeding  dealing  with  the  telephone  industry  since  divesti- 
ture and  the  cable  industry  since  deregulation.  We  have  also  testified  and  provided 
extensive  support  to  local  groups  in  telecommunications  matters  in  states  as  diverse 
as  Arkansas,  Missouri,  California,  Vermont,  Colorado,  Texas  and  Maryland. 

I.  overview 

A.  The  importance  of  merger 

The  merger  of  Bell  Atlantic  and  TCI  causes  us  a  great  deal  of  concern  because 
the  information  industries,  particularly  their  distribution  networks,  may  be  both  the 
highways  of  economic  commerce  in  the  twenty  first  century  and  the  marketplace  of 
political  ideas.  The  decisions  we  make  today  about  how  much  economic  and  political 
power  we  allow  to  be  concentrated  in  the  hands  of  specific  companies  in  these  indus- 
tries may  go  a  long  way  toward  determining  the  nature  of  our  economic  well-being 
and  political  freedom  in  the  information  age. 

B.  The  track  record  of  anti-competitive  behavior 

The  firms  proposing  to  merge  are  two  of  the  largest  entities  in  the  telephone  and 
cable  TV  industries.  At  the  time  of  deregulation  and  divestiture  both  local  telephone 
service  and  cable  television  service  were  local  franchise  monopolies.  Since  that  time 
the  industries  in  general,  and  these  two  firms  in  particular,  have  successfully  de- 
fended their  monopoly  power  in  their  core  businesses,  extended  their  market  power 
to  related  activities,  and  never  tried  to  break  the  core-business  monopoly  held  by 
others.  They  have  achieved  these  objectives  by  a  variety  of  anti-competitive  prac- 
tices including: 

1)  Denial  and  manipulation  of  access  to  bottleneck  facilities  and  functionalities; 

2)  Abusive  marketing  of  consumer  services; 

3)  Charging  excessive  rates  on  monopoly  services  to  fund  acquisitions; 

4)  Extending  market  power  through  acquisition; 

5)  Expanding  market  power  through  leveraging  their  monopoly  base;  and 

6)  Mutual  forbearance  from  competing  in  other  markets. 

C.  The  impact  of  the  merger 

To  believe  that  these  two  companies  with  such  a  poor  track  record  of  anti-competi- 
tive behavior,  marrying  these  two  industries,  with  an  even  more  worse  record  of 
anti-competitive  behavior,  would  suddenly  be  converted  into  vigorous  competitors  re- 
quires a  leap  of  faith  that  responsible  public  policy  makers  simply  cannot  make.  In 
truth,  the  merger  can  only  make  matters  worse. 

1)  Marrying  TCI's  market  power  over  programming  and  cable  distribution  with 
the  Bell  Atlantic's  financial  resources  generated  by  excess  telephone  company 
profits  will  only  enhance  TCI'S  effort  to  dominate  the  programming  sector. 

2)  Combining  the  massive  potential  for  cross-subsidy  possessed  by  the  telephone 
company  with  ownership  of  programming  in  the  Cable  company  will  be  a  power- 
ful, added  weapon  for  an  integrated  telco/cable  company  to  prevent  entry  by 
cable  companies  into  the  telephone  business  in  its  service  territory. 

3)  Creating  a  company  that  owns  both  a  ubiquitous,  closely  regulated  common  car- 
rier and  a  ubiquitous,  lightly  regulated  private  cairrier  will  stimulate  the  ipigra- 
tion  of  services  to  the  private  network.  This  will  enable  the  merged  entity  to 
increase  revenues  without  going  into  the  telephone  business  in  competition  with 
local  telephone  companies  outside  of  its  service  territory. 

4)  Where  the  merged  entity  does  chose  to  enter  the  cable  business,  the  combina- 
tion of  its  massive  resources,  control  over  programming,  access  to  cross-sub- 
sidies, and  extensive  practice  at  anti-competitive  tactics  will  quickly  overwhelm 
the  competition. 
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II.  THE  TRACK  RECORD  OF  ABUSE 

A.  Preserving  monopoly  power  through  denial  of  access  to  bottleneck  facilities  ana 

functionalities 

The  local  telephone  companies  hold  a  hard  and  fast  monopoly  over  basic  telephone 
service.  Approximately  98  percent  of  all  calls  placed  in  this  country  still  go  through 
the  local  switch  and  over  the  telephone  distribution  plant. 

While  there  has  been  a  great  aeaJ  of  talk  about  who  might  come  down  my  streel 
to  compete  for  my  telephone  business,  in  ten  years  no  one  nas  and  there  is  no  cleai 
picture  of  when,  if  ever,  anyone  will.  Efforts  by  local  telephone  companies  to  frus- 
trate local  competition  have  been  prodigious,  proceeding  primarily  through  denial  ol 
access  to  the  local  network.  Bell  Atlantic  was  a  leader  in  attempting  to  disadvantage 
cellular  providers  and  faces  less  intralata  long  distance  competition  than  any  of  the 
Baby  Bells. 

Local  franchise  cable  companies  hold  a  hard  and  fast  monopoly  over  the  distribu- 
tion of  non-broadcast  television.  Approximately  98  percent  of  all  cable  television  sub- 
scribers have  one  and  only  one  non-broadcast  television  supplier. 

In  virtually  no  instance  has  there  been  a  competitive  alternative  offered.  TCI's  ef 
forts  to  frustrate  local  competition  have  been  prodigious,  proceeding  through  chal- 
lenges to  potential  competitors  who  would  seek  to  deploy  a  similar  technology  (over- 
build) and  denial  of  access  to  programming  for  all  competitors. 

B.  Abusive  marketing  of  consumer  services 

The  Regional  Bell  Operating  Companies  repeatedly  have  been  found  to  engage  ir 
fraudulent  and  abusive  marketing  practices.  These  abuses  have  ranged  from  simple 
deception  in  the  presentation  of  bundles  of  service,  to  negative  checkoffs  in  the  bill 
ing  of  services,  to  outright  fraud  in  assigning  services  to  subscribers  without  theii 
knowledge  or  consent. 

On  a  per  subscriber  basis.  Bell  Atlantic  paid  the  highest  fine  in  the  country  foi 
customer  abuse.  Even  after  that  case  was  settled,  it  continued  to  manipulate  and 
misrepresent  the  nature  and  availability  of  its  services  to  consumers. 

Prior  to  the  passage  of  the  Cable  Act,  cable  companies  constantly  shifted  theii 
packaging  of  services  to  force  consumer  bills  higher.  With  the  passage  of  the  cable 
act,  they  nave  again  restructured  their  ofTerings  in  an  effort  to  avoid  the  rate  reduc- 
tions mandated  by  Congress. 

TCI's  most  notorious  attempt  to  abuse  consumers  involved  a  negative  check-off  for 
the  purchase  of  a  premium  pay  channel,  which  was  piggy-backed  on  an  existing  free 
channel. 

C.  Excessive  rates  for  monopoly  services  to  fund  acquisitions 

The  Regional  Bell  Operating  Companies  have  funded  their  forays  into  other  busi- 
nesses with  excess  earnings  from  monopoly  operations.  Competitors,  lacking  a  simi- 
lar source  of  funding,  are  at  a  huge  disadvantage. 

Over  the  decade  since  divestiture,  Bell  Atlantic  has  used  excess  earnings  from  its 
telephone  operations  to  acquire  over  six  billion  dollars  in  non-telephone  company  as- 
sets. Those  assets  have  lost  a  cumulative  total  of  approximately  $700  million.  Yet, 
it  continues  to  acquire  more  assets,  insulated  from  the  consequences  of  its  actions 
by  the  continually  mounting  flow  of  funds  from  its  telephone  suoscribers. 

The  Cable  industry  generated  cash  flow  through  the  blatant  exercise  of  market 
power  in  constantly  raising  rates  and  manipulating  offerings.  Rates  increased  three 
times  faster  than  general  inflation  in  the  decade  after  deregulation  and  cable  sys- 
tems were  sold  and  resold  to  capitalize  the  stream  of  monopoly  rents. 

D.  Extending  market  power  through  acquisitions 

Telephone  companies,  who  have  never  tried  to  compete  head-to-head  with  tele- 
phone companies  outside  their  service  areas,  have  only  recently  been  allowed  to  pro- 
vide cable  service.  Yet,  at  the  very  moment  that  Bell  Atlantic  seemed  to  be  exercis- 
ing the  right  to  do  so,  it  has  chosen  to  buy  the  biggest  cable  company  instead  of 
going  against  it.  For  almost  twenty  percent  of  its  telephone  subscribers,  the  buy  out 
involves  the  direct  elimination  of  potential  competition. 

This  pattern  of  expansion  through  acquisition  has  pervaded  the  period  since  di- 
vestiture. Bell  Atlantic  now  has  over  100  subsidiary  companies  in  the  holding  com- 
pany. The  list  of  acquisitions  amassed  hy  Bell  Atlantic  includes  foreign  cable,  tele- 
ehone  and  cellular  companies,  domestic  cellular  companies,  domestic  computer 
ardware  and  software  firms,  and  beeper  companies,  in  addition  to  a  wide  range 
of  other  companies  not  related  to  information  industries. 

Cable  companies,  who  have  never  tried  to  compete  head-to-head  with  other  cable 
companies  outside  their  franchise  areas  have  never  tried  to  compete  with  telephone 
companies  inside  or  outside  of  their  franchise  aireas.  TCI,  which  has  engaged  in  the 
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most  aggressive  expansion  of  its  cable  TV  market  power,  does  so  by  bu5dng  up  other 
cable  companies,  not  competing  with  them. 

TCI  used  its  stream  of  excess  cash  flow  to  make  over  400  deals.  It  has  amassed 
a  market  share  in  distribution  of  almost  25  percent  combined  with  a  stake  in  three 
quarters  of  the  most  popular  programming,  when  all  of  its  affiliations  are  included. 

E.  Expanding  market  power  through  leveraging  the  monopoly  base 

The  monopoly  power  of  these  distribution  companies  has  also  been  extended  to 
nearby  market  segments.  Wherever  these  industries  have  been  adlowed  to  extend 
their  economic  activity,  they  have  leveraged  their  local  distribution  monopoUes  into 
market  power  in  other  economic  activities. 

Leveraging  its  control  over  the  local  switch,  telephone  subscriber  Usts  and  the  pre- 
ferred customer  contacts  granted  to  it  as  the  local  franchise  monopoly,  the  local  tele- 
phone companies  have  completely  dominated  the  Yellow  Pages  directory  and  inside 
wire  maintenance  markets,  the  first  two  markets  into  which  local  Bell  exchange 
companies  were  allowed  to  go.  They  have  begun  to  exert  domination  over  the  mar- 
ket for  information  services,  such  as  voice  messaging,  into  which  they  were  recently 
allowed  to  expand,  through  their  monopoly  control  over  the  both  the  functionalities 
of  the  network  (such  as  call  forwarding)  and  their  preferred  access  to  customers. 

TCI  has  pursued  an  aggressive  policy  of  acquiring  local  monopoly  franchises  in 
an  effort  to  put  together  a  national  market  presence  that  yields  immense  market 
power.  Leveraging  this  dominant  position  in  the  local  distribution  markets,  the  pro- 
gramming segment  of  the  cable  industry  has  become  highly  concentrated  under  the 
aggressive  expansion  poUcies  of  TCI.  By  purchasing  programming  and  alternative 
distribution  technologies  and  with-holding  access  to  its  subscribers,  TCI  has  gained 
a  dominant  position  in  the  programming  marketplace.  It  is  presently  seeking  to  ex- 
tend it  economic  power  into  the  production  segment  through  the  acquisition  of  Para- 
mount, which  owns  not  only  a  production  studio,  but  additional  popular  program- 
ming. 

F.  Mutual  forbearance  from  competing  in  other  markets 

Neither  of  these  two  companies  has  ever  sustained  economic  activities  in  competi- 
tive environments. 

In  spite  of  a  97  percent  market  share  in  the  Yellow  Pages  directory  market  in 
its  own  service  territory  and  levels  of  profits  of  over  50  percent  on  those  activities. 
Bell  Atlantic  has  never  even  tried  to  offer  Yellow  Pages  services  outside  of  its  fran- 
chise monopoly  area.  Nor  has  it  done  so  with  inside  wire  maintenance,  an  area 
where  it  has  a  similar  mairket  share  and  profitability.  It  simply  does  not  go  where 
the  competition  cannot  be  overwhelmed  by  the  exercise  of  its  market  power,  lever- 
aged on  the  local  monopoly  franchise. 

As  previously  noted,  it  has  never  competed  with  other  local  telephone  companies. 
When  it  has  entered  truly  competitive  non-telephone  businesses  where  it  could  not 
leverage  its  monopoly  power,  such  as  computer  services,  it  has  failed  badly.  The  cel- 
lular business,  in  which  it  participates,  is  extremely  limited  in  the  extent  of  com- 
petition and  still  relies  on  the  local  net-work  to  complete  its  calls. 

TCI  never  enters  markets  as  an  over  builder  and  sustains  competition  in  those 
markets,  in  spite  of  its  great  success  as  a  cable  operator.  It  forebears  from  entering 
markets  where  a  strong  competitor  exists  and  buys  out  the  potential  competitor 
where  it  seeks  to  expand.  As  previously  noted,  it  has  not  offered  telephone  service 
in  competition  with  the  local  telephone  company  anjrwhere  in  the  country. 

III.  THE  ANTI-COMPETITIVE  IMPACT  OF  THE  MERGER 

Having  observed  their  previous  patterns  of  behavior,  it  is  quite  clear  that  their 
profits  are  maximized  by  milking  the  local  monopoly,  extending  its  coverage  geo- 
graphically, and  leveraging  the  monopoly  core  to  gain  market  power  in  related  lines 
of  business.  From  this  perspective,  the  merger  presents  a  massive,  anti-competitive 
problem. 

A.  Marrying  market  power  over  programming  and  cable  distribution  with  financial 
resources  of  excess  telephone  company  profits  will  only  enhance  TCI's  effort  to 
monopolize  the  cable  iridustry 

Bell  Atlantic's  franchise  monopoly  telephone  rate  payers  are  a  source  of  potential 
financing  that  would  increase  the  leverage  of  the  merged  entity  dramatically.  The 
threat  to  withhold  programming  or  access  to  subscribers,  which  is  TCI's  primary 
means  of  extracting  concessions  from  other  entities  in  the  cable  TV  industry,  would 
now  be  backed  up  with  a  source  of  funding  that  insulates  the  merged  entity  from 
severe  economic  harm  for  sustained  periods  of  time. 
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Unfortunately,  there  is  little  likelihood  that  this  flow  of  excess  earnings  will  be 
stemmed  at  any  time  in  the  near  future.  Profits  from  telephone  operations  have 
been  deregulated  completely  in  some  places  and  subject  to  increasingly  regulation 
in  others.  Costs  are  declining  and  revenue  streams  are  growing,  so  much  so  that 
the  debt  taken  over  by  Bell  Atlantic  in  the  merger,  which  appears  to  be  the  only 
transfer  of  assets  that  has  a  claim  on  cash  flow,  will  be  absorbed  by  Bell  Atlantic 
with  little  difficulty. 

B.  Cross-subsidy  as  an  added  weapon  for  an  integrated  telco/ cable  company  to  pre- 

vent entry  into  the  telephone  business 

The  resources  available  to  Bell  AtlanticATCI  can  be  mobilized  in  a  more  directly 
anti-competitive  fashion.  Telephone  companies  have  repeatedly  engaged  in  the 
cross-subsidization  of  their  non-telephone  businesses.  Bell  Atlantic  has  explicitly 
adopted  a  cross-subsidization  strategy  in  its  video  dial  tone  proposal.  It  has  refused 
to  allocate  any  of  the  costs  of  the  backbone  network  that  will  be  used  to  support 
video  dial  tone  to  its  tariffs  for  video  dial  tone.  In  essence  telephone  rate  payers 
have  paid  for  facilities  that  will  be  utilized  to  provide  video  dial  tone. 

This  strategy  of  bviilding  excess  capacity  and  functionality  into  the  network  at  the 
expense  of  rate  payers  in  order  to  destroy  competition  has  been  a  long  standing 
strategy  of  telephone  companies.  The  capacity  for  an  integrated  telco/cable  company 
to  implement  this  strategy  will  be  greatly  increased. 

Consider  the  plight  of  the  cable  companies  in  the  Bell  Atlantic  service  territory. 
They  face  a  local  telephone  monopolist  with  a  massive  source  of  funds,  an  overbuilt 
local  network  as  a  source  of  cross  subsidy,  and  ownership  of  the  largest  program- 
mer. Not  only  will  local  cable  operators  be  dissuaded  from  going  into  the  telephone 
business,  but  they  are  very  likely  to  make  significant  concessions  to  prevent  Bell 
Atlantic  from  going  into  the  cable  business. 

From  Bell  Atlantic's  point  of  view,  profits  will  be  increased  much  more  easily  and 
quickly  by: 

1)  Using  its  leverage  to  prevent  telephone  competition; 

2)  avoiding  a  fight  for  cable  subscribers;  and 

3)  extracting  profits  from  programming  or  even  the  terms  and  conditions  of  use 
of  video  dial  tone  by  others. 

C.  Remonopolization  over  the  telephone  network 

Should  the  strategy  of  extracting  concessions  be  resisted,  the  prospects  for  cable 
operators  who  choose  to  fight  the  merged  telco/cable  company  are  bleak.  The  com- 
bination of  massive  resources  with  control  over  programming  and  access  to  cross- 
subsidies  will  quickly  overwhelm  the  competition.  Under  current  law,  the  local  tele- 
phone company  can  exert  this  pressure  through  its  video  dial  tone,  which  we  believe 
is  wholly  inadequate  to  protect  consumers  and  competitors.  If  they  succeed  in  their 
litigation,  they  will  be  able  to  do  it  without  even  the  toothless  protections  of  video 
dial  tone. 

At  best,  the  local  cable  company  would  be  forced  onto  the  telephone  company  wire, 
being  forced  to  rely  on  a  bottleneck  facility  controlled  by  the  telephone  company.  At 
worst,  the  losses  imposed  on  independent  cable  companies  will  put  them  out  of  busi- 
ness. In  either  case,  the  result  will  be  one  network  instead  of  two. 

D.  Migration  of  services  to  the  private  network  will  enable  the  merged  entity  to  in- 

crease revenues  without  going  into  the  telephone  business  in  competition  with 
local  companies 

Avoiding  competition  will  also  be  the  preferred  strategy  in  the  areas  where  Bell 
Atlantic/TCI  is  a  cable  operator.  The  marriage  of  Bell  Atlantic  and  TCI  weds  two 
networks  which  are  governed  by  fundamentally  different  principles.  It  \vill  be  in  the 
merged  entit^s  interest  to  maximize  its  revenue  stream  on  the  cable  side  and  stay 
out  of  the  telephone  side. 

The  cable  TV  network  is  a  private  canier  subject  to  very  light  regulation  at  the 
federal  level  and  virtually  no  regulation  at  the  state  or  local  level.  The  telephone 
network  is  a  common  carrier  subject  to  light  regulation  at  the  federal  level  and 
much  more  rigorous  (albeit  increasingly  relaxed)  regulation  at  the  state  level. 

Rather  than  compete  for  telephone  service  in  TCI  territories,  which  would  subject 
those  services  to  local  regulation,  Bell  Atlantic/TCI,  would  serve  its  own  interests 
much  better  by  delivering  as  many  service  as  possible  over  the  private  network. 
Rather  than  invite  the  local  telephone  company  to  retaliate  by  entering  the  cable 
business,  mutual  forbearance  on  the  core  businesses  would  be  much  more  profitable. 
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IV.  PUBLIC  POLICY  TO  ENSURE  A  COMPETITIVE  INFORMATION  AGE 

A  The  inadequacy  of  the  current  policy  to  protect  the  public  from  the  abusive  effects 
of  the  merger 

These  examples  of  the  anti-competitive  intentions  and  practices  of  these  two  com- 
panies are  only  the  tip  of  the  iceberg  in  the  industries  that  they  seek  to  dominate. 
I  have  attached  two  studies  of  the  anti-competitive  practices  that  pervade  these  two 
industries.  While  TCI  and  Bell  Atlantic  have  heretofore  shown  proclivities  for  spe- 
cific subsets  of  the  abusive  practices,  the  entire  range  of  strategies  so  frequently  ap- 
plied in  these  industries  will  be  available  to  them.  Indeed,  from  a  position  of  such 
immense  market  power  as  this  merger  will  confer,  they  could  raise  these  practices 
to  new  heights.  History  has  shown  that  these  companies  prefer  to  behave  in  an  anti- 
competitive manner;  the  clear  economic  incentives  of  this  huge  vertically  integrated 
and  horizontally  concentrated  entity  dictate  that  it  will  behave  in  that  manner  in 
the  future. 

Theories  of  technological  "convergence"  or  economic  synergies  simply  do  not  justify 
this  mergers.  As  technologies  converge,  as  they  become  homogeneous  and  appro- 
priable, they  should  engender  decentralization.  The  increasing  concentration  we  are 
observing  in  the  information  industries  is  contrary  to  that  economic  expectation.  If 
economies  of  scale  and  scope  require  one  firm  to  cover  half  the  country  and  own 
three-quarters  of  the  most  popular  program  to  achieve  the  necessary  synergies,  than 
the  possibility  of  sustained  competition  in  the  industry  is  dubious  at  best.  These 
mergers  have  very  little  to  do  with  the  imperatives  of  technological  convergence  or 
economic  synergies  and  very  much  to  do  with  the  effort  to  obtain  and  expand  mar- 
ket power  through  horizontal  concentration  and  vertical  integration. 

Nor  can  we  rely  on  regulation  to  protect  the  public.  As  this  committee  well  knows, 
the  Federal  Communications  Commission  could  not  prevent  abuse  in  a  simple  in- 
dustry like  the  telecommunications  industry  of  the  1960s  and  1970s;  that  was  the 
anti-trust  reason  for  divestiture.  The  FCC  was  not  able  to  prevent  abuse  in  the 
1980s  after  divestiture,  as  local  exchange  companies  have  moved  into  information 
services.  The  problem  of  preventing  anti-competitive  behavior  in  a  merged  telco/ 
cable  industry  will  be  vastly  greater  and  even  farther  beyond  the  abilities  of  regu- 
lators in  the  1990s. 

B.  General  policy  to  promote  an  open,  competitive  information  age 

Only  by  removing  the  structural  incentives  for  anti-  competitive  behavior  can  the 
public  interest  be  served.  The  cure  for  the  competitive  problems  posed  by  this  merg- 
er is  to  send  a  strong  signal  to  all  that  there  is  a  genuine  commitment  to  competi- 
tion in  our  public  policy. 

With  respect  to  the  ongoing  problem  of  concentration  in  the  information  age,  pol- 
icy makers  should  insist  on  what  I  call  the  four  "C"'s,  common  carriage,  competi- 
tion, cost  allocation  and  consumer  protection.  The  general  principles  are  as  follows: 

•  To  ensure  an  open  information  age,  any  merging  of  the  two  industries  through 
acquisition  must  extend  principles  of  common  carriage  to  both  networks. 

•  To  ensure  the  sustainability  of  competition,  any  merging  of  the  two  industries 
through  acquisition  must  be  contingent  upon  the  prior  existence  of  effective 
competition  for  the  public  switched  network. 

•  To  prevent  anti-competitive  cross-subsidies,  services  provided  over  either  net- 
work must  pay  for  all  facilities  used  and  the  charges  must  be  in  proportion  to 
the  functionalities  and  capacities  used. 

•  To  prevent  abuses  of  consumers  and  competitors  through  leveraging  of  monop- 
oly facilities,  complete  separation  of  telephone,  information  and  video  services 
must  be  maintained  and  regulatory  oversight  over  transactions  with  both  the 
public  and  competitors  must  be  exercised. 

C.  Curing  the  unique  problems  of  the  TCI  I  Bell  Atlantic  merger 

With  respect  to  the  merger  at  hand  more  vigorous  steps  are  necessary,  since  it 
poses  such  an  immediate  and  direct  threat  to  competition. 

Divestiture  of  the  programming  from  the  distribution  businesses  is  the  only  cure 
that  will  prevent  the  anti-competitive  pattern  from  being  reinforced.  Without  this 
step,  TCI  will  continue  to  use  its  market  power  over  distribution  to  extend  its  mar- 
ket power  over  programming. 

In  areas  of  overlap  between  TCI  and  Bell  Atlantic,  divestiture  of  the  telephone 
lines  would  be  the  preferable  cure  for  the  direct  harm  to  competition,  since  this  sep- 
arates the  stronger  monopoly  from  the  massive  whole. 


166 

The  acquisition  of  programming  networks  or  production  studios  should  be  pre- 
cluded, since  the  massive  presence  of  TCI/Bell  Atlantic  in  the  distribution  phase 
(with  25  percent  of  all  households  today  and  potentially  50  percent  tomorrow)  cre- 
ates an  immediate  competitive  problem  should  it  reenter  the  other  phases  of  the  in- 
dustry (production  and  programming). 

V.  CONCLUSION 

This  is  a  key  moment  in  the  struggle  to  create  a  competitive,  open  information 
age.  A  similar  battle  was  fought  just  a  century  ago,  when  the  robber  barons  in  the 
railroad  industry  sought  to  gain  control  over  the  levers  of  economic  power  in  this 
country  through  concentration  ana  all  forms  of  anti-competitive  manipulation  of 
price  and  access.  The  battle  to  preserve  economic  freedom  started  on  the  highway 
of  commerce  of  that  age,  the  railroad  industry,  and  it  was  won  through  aggressive 
regulation  and  the  creation  of  the  very  anti-trust  laws  that  this  Committee  oversees. 

With  the  information  age  reaching  into  the  home  of  every  citizen  in  the  country, 
the  stakes  are  certainly  as  large  as  they  were  a  century  ago.  In  excessive  economic 
concentration  and  vertical  integration,  there  is  neither  economic  prosperity  nor  po- 
litical freedom. 

Senator  Metzenbaum.  Thank  you  very  much. 
Mr.  Schwartzman? 

STATEMENT  OF  ANDREW  JAY  SCHWARTZMAN 

Mr.  Schwartzman.  Thank  you,  Mr.  Chairman.  I  have  a  lot  of 
questions  for  you  today  and  very  few  answers. 

Senator  Metzenbaum.  I  thought  we  gave  the  questions  and  you 
gave  the  answers. 

Mr.  Schwartzman.  I  am  going  to  ask  some  questions  because  I 
don't  have  answers. 

The  telecommunications  mergers  now  being  proposed  have  con- 
stitutional as  well  as  commercial  dimensions.  The  very  premise  of 
the  first  amendment  is  that  democracy  depends  on  maintaining  a 
well-informed  electorate.  That  means  citizens,  all  citizens,  must 
have  the  right  to  receive  information  on  matters  of  public  concern, 
to  speak  and  to  be  heard.  But  to  achieve  the  democratic  ideal,  all 
Americans  must  be  interconnected  so  they  can  communicate  as 
equals. 

My  view  that  it  is  up  to  government  to  make  sure  that  we  follow 
the  right  course  has  not  been  fashionable  of  late.  For  more  than  a 
decade,  the  executive  branch  and  the  independent  agencies  have 
lacked  regulatory  self-esteem,  wrongly  condemning  government  as 
being  an  obstacle  to  competition.  We  deserve  better  and  we  may 
now  be  getting  it.  I  am  especially  heartened  that  the  FTC  has  de- 
termined, I  believe  quite  correctly,  that  TCI's  involvement  in  the 
proposed  Paramount  acquisition  would  be  antithetical  to  the  public 
interest. 

I  hope  that  this  is  the  beginning  and  not  the  end  of  the  exercise. 
Some  parts  of  the  FTC's  proposed  consent  decree  may  need  to  be 
tightened  up,  and  I  certainly  hope  that  the  FTC  will  not  rubber- 
stamp  the  substitution  of  BellSouth  for  TCI  without  the  same  kind 
of  careful  scrutiny. 

But  now  here  are  some  questions.  First,  just  what  is  a  common 
carrier  and  why  do  we  need  one,  or  two  or  many?  In  other  words, 
do  we  all  mean  the  same  thing  when  we  use  terms  like  "common 
carrier"  or  like  "universal  access"  or  "interactive"  or  "non- 
discrimination?" Common  carriage  does  seem  to  be  the  best  way  to 
go,  but  this  and  other  terms  do  not  have  universally  understood 
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definitions  when  they  are  applied  to  technologies  which  sometimes 
haven't  even  been  invented. 

Here  is  what  I  mean  by  common  carriage:  a  system  in  which  the 
carrier  would  have  no  editorial  control  or  ownership  of  the  informa- 
tion transmitted  over  its  lines.  Every  customer  should  be  able  to 
obtain  the  same  two-way  connection  under  the  same  terms  and 
conditions  as  everyone  else,  and  the  carrier  must  offer  reciprocal 
access  to  its  competitors. 

Second,  why  shouldn't  we  let  telcos  be  telcos?  In  other  words, 
what  benefits  are  to  be  gained  by  transforming  telephone  compa- 
nies from  passive  transporters  of  data  into  TV  networks  and  mo- 
tion picture  studios?  Consider,  for  example,  BellSouth's  proposed 
acquisition  of  a  major  interest  in  QVC.  It  may  not  be  irrelevant 
that  just  last  week  BellSouth  announced  a  major  downsizing,  pre- 
sumably to  permit  it  to  deploy  its  assets  more  efficiently.  But  is 
this  an  efficient  purchase?  Will  BellSouth  help  Paramount  make 
better  movies  or  publish  more  books? 

Third,  if  you  have  got  the  conduit,  why  do  you  need  the  content? 
In  other  words,  is  it  necessary  or  desirable  for  telephone  companies 
to  have  unlimited  rights  to  control  both  the  content  of  program- 
ming and  the  means  used  to  transport  it? 

Fourth,  why  let  telcos  do  what  cable  had  to  be  stopped  from 
doing?  Having  first  let  the  cable  industry  achieve  control  of  vir- 
tually all  of  the  popular  program  sources  and  then  finding  it  nec- 
essary to  pass  a  law  forcing  cable  operators  to  share  them  with 
competitors,  is  it  possible  to  erect  adequate  safeguards  to  ensure 
that  new  telecommunications  technologies,  especially  wireless  tech- 
nologies, will  be  able  to  get  off  the  ground? 

Fifth,  will  we  all  be  permitted  to  be  programmers  and  merchants 
on  the  superhighway  or  will  the  link  to  the  home  be  a  one-way 
street?  In  other  words,  if  telephone  companies  buy  up  the  Nation's 
cable  industry  rather  than  build  competitive  systems,  will  Ameri- 
cans receive  universal  access  to  a  fully  interactive  two-way  digital 
hookup  or  will  residential  and  small  business  customers  be  rel- 
egated to  second-class  status  under  the  first  amendment? 

The  buzz  word  is  "interoperability."  We  need  it,  but  we  may  not 
get  it  if  transporters  want  to  make  all  their  money  from  home 
shopping  and  by  selling  programming  and  information  services 
rather  than  from  carrying  back-and-forth  data  transmissions. 

Sixth,  do  we  want  peace  among  enemies?  Do  the  giant  regional 
telephone  companies,  with  their  superior  technology  and  vast  re- 
sources, need  to  buy  existing  cable  systems? 

Finally,  what  is  the  rush?  Do  we  really  need  fiber  for  the  on-and- 
off  ramps  to  the  digital  superhighway?  Is  it  necessary  to  make  the 
massive  investment  needed  to  accelerate  development  of  fiber  all 
the  way  to  the  home  or  will  we  be  able  to  get  data  to  and  from  the 
local  central  office  with  copper  wire  and  new  wireless  technologies, 
at  least  in  the  early  years? 

We  may  not  need  to  lay  fiber  optic  cable  all  the  way  to  the  home 
right  away,  or  perhaps  ever,  to  deliver  the  fruits  of  the  techno- 
logical revolution.  This  so-called  "last  mile"  will  be  very  expensive 
and  we  may  be  able  to  do  the  job  much  more  cheaply  with  an  up- 
graded version  of  old-fashioned  copper  wire  or  with  modern  wire- 
less technologies. 
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Mr.  Chairman,  my  questions  are  not  rhetorical.  They  are  real.  In 
voicing  skepticism,  I  am  not  insisting  that  I  know  the  right  an- 
swers. In  particular,  I  am  not  opposed,  in  principle,  to  all  mergers, 
nor  do  I  oppose  passive  but  strategic  investments  by  telecommuni- 
cations providers. 

There  are,  of  course,  many  more  questions  in  search  of  answers. 
In  particular,  I  worry  about  what  happens  while  we  are  building 
the  new  networks.  What  may  be  perceived  as  efficient  and  cost-ef- 
fective in  the  short  run  could  well  prove  to  be  disastrous  over  time 
if  the  cost  will  be  measured  in  ignorance,  innumerability,  illiteracy, 
and  divisiveness. 

[The  prepared  statement  of  Mr.  Schwartzman  follows:] 

Prepared  Statement  of  Andrew  Jay  Schwartzman 

I  am  Executive  Director  of  the  Media  Access  Project  ("MAP").  MAP  is  a  20-year 
old  non-profit  public  interest  telecommunications  law  firm  which  represents  the  in- 
terests of  the  listening  and  viewing  public  on  mass  media  policy  issues.  In  its  ap- 
pearances before  the  FCC  and  the  courts,  MAP  rarely  speaks  in  its  own  name,  but 
acts  on  behalf  of  its  clients,  which  typically  are  civil  rights,  civil  liberties,  consumer, 
environmental  and  other  organizations.  Thus,  the  views  I  am  presenting  today  are 
my  own. 

Mr.  Chairman,  I  have  a  lot  of  questions  for  you  today,  and  very  few  answers. 

The  sudden  rush  of  telecommunications  mergers  poses  a  compelling  challenge  for 
Congress,  for  the  Administration,  and  for  the  regulatory  bodies.  I  welcome  the  Sub- 
committee's announced  intention  to  explore  the  economic  implications  of  these  devel- 
opments and  to  take  strong  action  if  necessary  to  preserve  competition. 

IMPLICATIONS  FOR  THE  ECONOMIC  MARKETPLACE 

If  we  do  things  right,  the  telecommunications  revolution  can  propel  this  nation 
towards  international  technolo^cal  and  economic  leadership  in  the  21st  century, 
while  at  the  same  time  restoring  the  prosperity  and  upward  mobility  which  has 
eluded  too  many  of  us  in  the  last  decade. 

If  we  do  things  wrong,  we  can  destroy  the  competitive  structure  which  has  been 
the  driving  force  of  our  nation's  economic  engine.  Small  entrepreneurs  have  been 
the  primary  source  of  innovation  in  the  development  of  the  computer  and  tele- 
communications industries.  These  small  and  often  powerless  entities  cannot  partici- 
pate in  the  information  society  if  they  are  unable  to  obtain  access  to  huge  data  and 
distribution  networks  of  the  future.  Their  ability  to  do  so  is  not  preordsiined. 

IMPLICATIONS  FOR  THE  MARKETPLACE  OF  IDEAS 

But  there  is  more,  because  this  task  has  constitutional  as  well  as  commercial  di- 
mensions. The  very  premise  of  the  First  Amendment  is  that  democracy  depends  on 
maintaining  a  well-informed  electorate.  That  means  that  citizens,  all  citizens,  have 
the  right  to  receive  information  on  matters  of  public  concern,  to  speak  and  to  be 
heard.  The  digited  revolution  offers  the  opportunity  to  maximize  these  democratic 
values,  but  not  all  of  the  companies  seeking  to  be  part  of  the  future  are  willing  to 
acknowledge  any  obligation  to  fulfill  that  objective.  Small  and  independent  journals 
and  video  programmers  have  been  the  primary  source  of  the  ever  broadening  diver- 
sity of  information  available  to  the  marketplace  of  ideas.  But  all  Americans  must 
be  interconnected  if  we  expect  our  data  networks  to  promote  democracy  and  eco- 
nomic opportunity  for  each  of  us. 

WE  NEED  GREATER  LEVELS  OF  REGULATORY  SELF-ESTEEM 

For  more  than  a  decade,  the  Federal  Trade  Commission,  the  Federal  Communica- 
tions Commission  and  the  Justice  Department's  Anti-trust  Division  have  lacked  reg- 
ulatory self-esteem.  All  too  often,  they  have  pronounced  themselves  to  be  part  of  the 
problem,  and  not  part  of  the  solution. 

We  deserve  better,  and  we  may  now  be  getting  it.  I'm  esnecially  heartened  that 
the  Federal  Trade  Commission  appears  to  have  taken  a  close  look  at  the  QVC's 
original  proposal  for  the  Paramount  acqxiisition  and  determined,  I  believe  quite  cor- 
rectly, that  TCI's  involvement  in  the  deal  would  be  antithetical  to  the  public  inter- 
est. I  hope  that  this  is  the  beginning,  and  not  the  end,  of  the  exercise.  I  ve  seen  TCI 
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wiggle  out  of  too  many  anti-trust  jams  to  be  comfortable  until  I  see  the  details;  for 
example,  will  TCI  be  such  a  large  creditor  of  QVC  that  it  will  be  able  to  retain  some 
control  of  QVC's  actions?  And  I  certainly  hope  that  the  new  consent  decree  does  not 
mean  that  the  FTC  will  bless  the  substitution  of  BellSouth  for  TCI  without  the 
same  kind  of  careful  scrutiny  which  was  given  to  TCI.  These  are  not  the  last  major 
mergers  that  will  be  proposed,  and  each  one  should  receive  equally  close  attention. 

THE  AT&T  EXPERIENCE:  ANTI-TRUST  ENFORCEMENT  CAN  BE  EFFECTIVE 

Mr.  Allen's  appearance  here  today  as  the  CEO  of  an  increasingly  competitive 
AT&T  is  the  best  evidence  I  can  offer  to  show  the  value  of  vigorous  anti-trust  en- 
forcement. By  contrast,  I  would  remind  you  of  what  we  have  experienced  in  dealing 
with  the  cable  television  industry.  A  decade  ago,  we  were  told  that  government  only 
gets  in  the  way  of  progress,  and  that  if  we  simply  deregulate  cable,  competition 
would  inevitably  develop  and  flourish.  But  after  Congress  enacted  the  1984  Cable 
Act,  competition  died. 

THE  1984  CABLE  ACT:  DEREGULATION,  BUT  NO  NEW  COMPETITION 

It's  not  just  that  prices  soared  under  deregulation.  Led  by  TCI,  the  cable  industry 
bought  the  programmers,  and  used  this  ownership  to  deny  products  (that  is,  pro- 
gramming) to  new  wireless  technologies  that  have  thus  far  been  unable  to  enter  the 
market.  As  Viacom  has  attempted  to  demonstrate  in  its  recently  filed  anti-trust 
complaint  against  TCI,  the  cable  industry  has  used  its  control  over  the  technology 
of  program  distribution  to  erect  additional  obstacles.  Among  many  other  anti-com- 
petitive misdeeds  too  numerous  to  mention  here,  cable  operators  successfully  killed 
off  the  access  channel  mechanisms  inserted  in  the  1984  Act  to  permit  a  few  chan- 
nels in  each  system  to  be  outside  the  editorial  control  of  cable  operators. 

If  government  abdicates  its  supervisory  role  in  making  sure  that  competition  will 
be  there  as  new  technologies  evolve,  competition  will  not  be  there.  As  we  have 
learned  from  the  regulatory  battles  arising  from  efforts  to  implement  the  Cable  Act, 
it  is  far  easier  to  protect  competition  as  it  develops  than  to  restore  it  after  it  is  lost. 

SEVEN  QUESTIONS  IN  SEARCH  OF  ANSWERS 

With  those  preliminary  thoughts  in  mind,  here  are  a  few  of  the  most  important 
questions  on  my  mind.  Here  is  what  I  would  ask: 

1.  Just  what  is  a  "common  carrier"  and  why  do  we  need  one?  Or  two?  Or 
many? 

In  other  words,  do  we  all  mean  the  same  thing  when  we  use  terms  like  "com- 
mon" "universal  access,"  "interactive"  and  "non-discrimination?" 

Understandably,  perhaps  inevitably,  there  are  plenty  of  assurances  that  there  will 
be  non-discriminatory  access  to  the  gateways  of  the  information  superhighway.  But 
these  terms  do  not  have  universallv  understood  definitions.  For  example,  will  a  tele- 
phone company  operating  a  switched  multichannel  video  "gateway"  share  its  cus- 
tomer lists  with  competing  programmers  seeking  to  use  these  transmission  services. 
Will  it  provide  access  to  its  data  base  which  shows  customers'  demographic  at- 
tributes and  billing  history?  (And  if  it  does,  who  is  going  to  protect  customers'  pri- 
vacy?) Or  will  the  telco  be  able  to  emulate  the  airUnes'  abuse  of  their  computerized 
reservations  systems  and  misuse  its  on-Une  menus  to  promote  its  own  services  at 
the  expense  of  others? 

The  newly-developing  interactive  digital  technologies  are  ideallv  suited  for  a  far 
more  perfect  system  of  common  carriage  than  we  have  ever  had  before  in  any  line 
of  commerce.  Digital  interactive  networks  of  the  future  will  be  available  to  everyone 
under  the  same  terms  and  conditions.  The  technology  appears  to  offer  the  oppor- 
tunity to  eUminate  virtually  all  of  the  distributional  bottlenecks  that  have  permitted 
owners  of  information  to  use  their  power  to  control  other  parts  of  the  commercial 
market,  as  well  as  the  marketplace  of  ideas. 

Under  common  carriage,  the  network  provider  would  have  no  editorial  control  or 
ownership  of  the  information  transported  on  its  lines.  It  would  make  money  selling 
transport,  not  the  data.  There  would  be  no  incentive  to  discriminate  in  providing 
hook  ups;  the  more  hook  ups  and  the  more  information  it  carries,  the  greater  the 
revenues  it  will  generate. 

Common  carriage  is  an  especially  worthwhile  model  for  information  services.  Not 
only  is  common  carnage  economically  efficient,  but  it  is  particularly  conducive  to  ad- 
vancing First  Amendment  values.  Common  carriage  could  provide  an  electronic  soap 
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box  that  would  better  fulfill  the  democratic  ideal  than  anything  that  Jefferson  and 
Madison  could  have  ever  imagined. 

The  same  confusion  surrounds  other  important  terms.  For  example,  does  "univer- 
sal service"  mean  that  every  customer  will  receive  the  same  quality  hook  up?  While 
every  phone  and  cable  company  wants  to  deliver  video  signals  to  every  home,  they 
do  not  all  wish  to  invest  in  two-way  systems  that  will  return  video  as  well  as  voice 
and  simple  data  transmissions.  If  "universal  service"  means  the  right  to  buy  video 
on  demand  and  to  be  a  home  shopper,  but  not  the  right  to  be  a  programmer  and 
a  video  speaker,  democracy  will  suffer. 

So,  it  is  not  enough  to  say  we  need  common  carriage,  or  universal  service.  We 
need  to  ask  what  each  speaker  means  when  it  uses  these  terms. 

2.  Why  shouldn't  we  let  telcos  be  telcos? 

In  other  words,  what  benefits  are  to  be  gained  by  transforming  telephone 
companies  fr-om  passive  transporters  of  data  into  electronic  newspaper  edi- 
tors and  TY producers? 

It  is  unclear  whether  there  is  any  advantage  to  having  telephone  companies  at- 
tempt to  learn  new  tricks.  MIT's  Michael  Schrage  has  wisely  warned  in  his  syn- 
dicated column  that  Bell  Atlantic's  acquisition  of  TCI  may  lead  to  a  disastrous  cor- 
porate cultural  mismatch. 

Consider,  for  example,  BellSouth's  proposed  acquisition  of  a  major  interest  in  QVC 
as  part  of  QVC's  own  proposed  takeover  of  Pairamount.  It  may  not  be  irrelevant  that 
just  last  week  BellSouth  announced  a  major  downsizing,  presumably  to  improve  its 
efficiency  and  permit  it  to  better  deploy  its  assets.  But  will  BellSouth  help  Para- 
mount make  better  movies,  or  publish  more  books?  On  the  other  hand,  if  we  have 
open  access,  BellSouth  doesn't  need  to  own  QVC  or  Paramount  in  order  to  carry  its 
programming. 

3.  If  you've  got  the  conduit,  why  do  you  need  the  content? 

In  other  words,  is  it  necessary,  or  desirable,  for  telephone  companies  to  have 
unlimited  rights  to  control  both  the  content  of  programming  and  the  means 
used  to  transport  it? 

Perhaps  the  most  significant  question  posed  by  the  recent  activities  of  the  re- 
gional Bell  companies  is  the  sudden  move  towards  vertical  integration,  that  is,  ac- 
quisition of  ownership  and  control  of  the  content  of  programming. 

What  benefits  derive  from  telco  ownership  of  the  means  of  programming?  Cer- 
tainly the  telephone  companies  bring  little  programming  expertise  into  this  new  line 
of  business.  While  telcos'  financial  clout  is  considerable,  cable  has  not  had  difficulty 
obtaining  willing  investors. 

On  the  other  hand,  the  dangers  posed  by  telcos'  program  ownership  are  tremen- 
dous. The  opportunities  for  cost  subsidization  are  evident.  Even  more  ominously  is 
the  possibility  for  abuse  of  this  journalistic  and  programming  power.  For  example. 
Bell  Atlantic — a  company  which  seeks  to  please  every  state  legislator  and  public 
service  commissioner  in  the  middle  Atlantic  states — seeks  in  its  proposed  purchase 
of  TCI  to  acquire  a  major  stake  in  Cable  News  Network.  I  have  no  reason  to  expect 
that  Bell  Atlantic,  or  TCI  for  that  matter,  would  ever  knowingly  seek  to  abuse  this 
power  by  killing  or  carrying  stories  that  would  help  or  hurt  politicians.  But  why  cre- 
ate the  problem,  and  then  worry  about  how  to  deal  with  it,  if  you  don't  have  to  do 
it  in  the  first  place? 

4.  Why  let  telcos  do  what  cable  had  to  be  stopped  from  doing? 

In  other  words,  having  first  let  the  cable  industry  achieve  control  of  virtually 
all  of  the  popular  program  sources,  and  then  finding  it  necessary  to  pass  a 
law  forcing  cable  operators  to  share  them  with  competitors,  is  it  possible  to 
erect  adequate  safeguards  to  insure  that  new  telecommunications  tech- 
nologies, especially  wireless  technologies,  will  be  able  to  get  off  the  ground? 

The  rate  regulation  adopted  in  the  1992  Cable  Act  is  simply  an  interim  measure 
designed  to  permit  competition  to  develop  under  the  much  more  important  anti-com- 
petitive provisions  also  contained  in  that  law. 

In  the  Cable  Act,  Congress  made  what  are  among  the  most  specific  statutory  find- 
ings in  history  detailing  how  the  cable  television  industry  leveraged  its  control  of 
programming  into  an  unregulated  monopoly,  stifling  introduction  of  new  tech- 
nologies and  making  giant  companies  like  General  Electric/NBC  beg  for  access. 
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Given  this  recent  exposure  to  the  dangers  of  vertical  integration,  why  repeat  the 
mistake,  especially  if  it  may  not  be  necessary  to  rapid  development  of  a  digital  su- 
perhighway? 

5.  Will  we  all  be  permitted  to  be  programmers  and  merchants  on  the  super- 
highway, or  will  the  link  to  the  home  be  a  one  way  street? 

In  other  words,  if  telephone  companies  buy  up  the  nation's  cable  industry 
rather  than  build  competitive  systems,  will  all  Americans  receive  universal 
access  to  a  fully  interactive  two-way  digital  hookup,  or  will  residential  and 
small  business  customers  be  relegated  to  second  class  status  under  the  First 
Amendment? 

You  don't  need  full  two-way  capabilities  to  order  groceries  and  movies.  If  a  trans- 
porter's real  profits  come  from  selling  programming  and  information  services  and 
from  home  shopping,  it  will  have  little  incentive  to  develop  full  two-way  interoper- 
ability. 

Much  of  the  talk  in  recent  weeks  has  characterized  the  public  as  "consumers."  The 
consumer  metaphor  is  a  dangerous  one,  because  it  connotes  a  passive  role  for  a  pub- 
lic which  will  be  merchandised  to,  programmed  to  and  otherwise  exploited.  The 
technology  now  under  development  will  be  capable  of  sending  just  as  much  informa- 
tion in  the  other  direction,  and  the  future  of  the  democracy  may  depend  on  making 
sure  that  is  what  we  get. 

6.  Do  we  want  peace  among  enemies? 

In  other  words,  do  the  giant  regional  telephone  companies,  with  their  supe- 
rior technology  and  vast  resources,  need  to  buy  existing  cable  systems? 

Cable  and  telephone  have  thus  far  viewed  themselves  as  natural  predators  in  the 
communications  wilderness.  The  prospect  of  direct  competition  between  them  is 
something  that  many  of  us  have  long  awaited.  Ironically,  Bell  Atlantic  has  thus  far 
led  the  way  in  fashioning  a  model  for  effective  competition  between  the  cable  and 
telephone  industries. 

It  may  not  be  a  good  idea  for  telcos  to  end  the  competition  by  acquiring  the  na- 
tion's cable  TV  systems. 

Telephony  and  cable  have  offered  two  very  different  models.  Under  cable's  system, 
the  operator  owns  much  or  most  of  the  programming,  and  delivery  is  a  relatively 
minor  part  of  the  business,  as  is  exemplified  by  cable's  studied  indifference  to  cus- 
tomer service.  Cable's  relatively  archaic  trunk  and  tree  architecture  has  many  short- 
comings; like  old  fashioned  Christmas  tree  lights,  one  break  in  the  system  can 
knock  out  service  to  hundreds  of  subscribers. 

Telephone  companies  have  been  proposing  to  offer  non-discriminatory  transport 
services  to  all  comers,  using  an  advanced  version  of  the  switched  technology  that 
has  brought  us  reliable  voice  and  data  service  for  decades. 

A  few  years  ago,  when  the  Federal  Communications  Commission  adopted  its  so- 
called  video  dial  tone  rules,  telephone  companies  (including  Bell  Atlantic)  said  they 
had  no  interest  in,  knowledge  about,  or  desire  to  become  programmers.  Rather,  they 
argued  that  they  simply  needed  a  purely  passive  financial  interest  in  programming 
in  order  to  prime  the  pump  and  create  the  additional  revenues  necessary  for  rein- 
vestment. When  the  FCC  adopted  rules  permitting  telcos  to  have  a  5  percent  pas- 
sive ownership  interest  in  their  programming,  most  telcos  expressed  pleasure.  Bell 
Atlantic,  in  particular,  not  only  said  they  could  live  with  those  rules,  but  they  start- 
ed to  build  systems  which  would  operate  under  them. 

Why  then  did  Bell  Atlantic  wish  to  buy  TCI?  Did  it  seek  to  acquire  TCI's  superior 
consumer  services  capabilities?  Surely  not.  Did  it  seek  to  acquire  a  superior  tech- 
nology and  switching  capability?  Surely  not. 

What,  then,  is  Bell  Atlantic  acquiring?  Well,  first  it  is  acquiring  a  lot  of  debt. 
TCI's  proprietors.  Dr.  Malone  and  Mr.  Magness,  are  cashing  out,  getting  Bell  Atlan- 
tic's cash  in  exchange  for  a  company  loaded  down  with  debt.  This  part  of  the  invest- 
ment will  not  be  used  to  hire  new  Bell  Atlantic  employees.  It  will  not  help  lay  a 
foot  of  fiber  cable,  develop  a  single  line  of  new  software  or  otherwise  advance  the 
infrastructure. 

What  else  is  Bell  Atlantic  acquiring?  Little  that  it  can  not  construct  on  its  own, 
except  programming  it  may  not  need  and  existing  cable  systems  outside  of  its  serv- 
ice area  which  rely  on  an  inferior  cable  television  technology. 

7.  What's  the  rush  ?  Do  we  really  need  fiber  for  the  on  and  off  ramps  to  the 
digital  superhighway? 
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In  other  words,  is  it  necessary  to  make  the  massive  investment  needed  to  ac- 
celerate development  of  fiber  all  the  way  to  the  home,  or  will  we  be  able  to 
get  data  to  and  from  the  local  central  office  with  copper  wire  and  new  wire- 
less technologies,  at  least  in  the  early  years? 

This  matters,  because  someone  has  to  pay  for  all  this  investment,  and  it  is  likely 
to  be  the  residential  ratepayer  who  will  wind  up  with  a  large  part  of  the  bill. 

We  may  not  need  to  lay  fiber  optic  cable  all  the  way  to  the  home  right  away,  or 
perhaps  ever,  to  deliver  the  fruits  of  the  technological  revolution.  This  so-called  "last 
mile"  will  be  very  expensive,  and  we  may  be  able  to  do  the  job  much  more  cheaply 
with  an  upgraded  version  of  old  fashioned  copper  wire,  or  with  modem  wireless 
technologies. 

Indeed,  in  announcing  its  own  plan  to  develop  a  high  speed  data  network  last 
week,  PacTel  indicated  9iat  it  thinks  it  can  deliver  video  services  to  the  home,  with- 
out bringing  fiber  all  the  way  to  the  home.  The  experimental  joint  venture  of  Time- 
Warner  and  US  West  in  Orlando  would  also  employ  a  mix  of  copper  and  fiber. 

Bell  Atlantic  used  to  say  the  same  thing.  Now,  however,  it  seems  to  be  thinking 
just  about  fiber,  not  copper.  One  of  the  great  disappointments  of  the  Bell  Atlantic- 
TCI  acquisition  is  that  Bell  Atlantic  was  leading  the  way  in  developing  technology 
to  use  its  preexisting  plant  of  copper  wire  and  telephone  switching  to  deliver  digital 
services  to  homes  and  businesses.  This  is  at  least  potentially  a  much  cheaper  and 
smarter  way  to  begin  the  development  of  a  superhighway.  It  will  be  a  long  time, 
if  ever,  when  we  actually  need  fiber  into  the  home;  depending  on  how  wireless  tech- 
nologies emerge,  fiber  into  the  home  may  prove  to  be  an  expensive  mistake. 

I  would  also  caution  about  the  seeming  urgency  to  decide  these  issues  imme- 
diately; it  may  be  an  artificial  crisis.  High  definition  TV  is  an  instructive  example. 
Indeed,  we  are  lucky  that  policymakers  did  not  succumb  to  similar  demands  in  the 
mid-1980's  for  immediate  construction  of  a  high  definition  TV  system.  As  it  has 
turned  out,  the  Japanese  moved  too  quickly  to  develop  an  inferior  analog  technology. 
We  have  waited  for  digital  technologies  to  catch  up,  and  we're  much  better  off  for 
it. 

***** 

Mr.  Chairman  I  wish  to  be  clear:  my  questions  are  not  rhetorical,  they  are  real. 
In  voicing  my  skepticism,  I  am  not  insisting  that  I  know  the  right  answers.  In  par- 
ticular, I  am  not  opposed  in  principle  to  mergers  of  the  telecommunications  giants. 
Indeed,  in  light  of  AT&T's  declared  interest  in  open  network  access,  the  proposed 
merger  of  AT&T  and  McCaw  could  prove  quite  beneficial,  so  long  as  certain  nec- 
essary safeguards  are  instituted.  Nor  do  I  oppose  strategic  investments  by  tele- 
communications providers.  For  example,  NYNEX's  passive  investment  in  Viacom's 
proposed  merger  with  Paramount  is  far  less  troublesome  to  me  than  BellSouth's  evi- 
dent interest  In  being  an  active  operator  of  Paramount. 

There  are  of  course  many,  many  more  questions  in  search  of  answers.  I  hope  this 
Subcommittee  and  others  which  share  jurisdiction  with  you  will  keep  seeking  an- 
swers. In  particular,  I  am  concerned  about  preserving  "free"  over-the-air  TV  as  a 
unifying  force  in  our  cvilture.  The  right  to  speak  and  to  receive  access  to  information 
is  meaningless  if  it  is  reserved  only  for  those  with  deep  pockets. 

I  am  worried  about  what  happens  while  we  are  building  the  new  networks.  Tele- 
communications can  and  should  promote  inclusion,  linking  each  of  us  to  each  other 
and  the  world,  enabling  us  to  share  common  cultures  and  differing  traditions.  If 
telephone  companies  busy  themselves  building  new  information  superhighways 
while  ignoring  their  current  services,  the  installed  base  of  residential  telephone  in- 
stallations will  continue  to  erode.  This  could  leave  millions  more  Americans  left  un- 
able to  speak  to  friends,  familv,  and  employers  by  this  medium.  What  may  be  per- 
ceived as  efficient  and  cost-effective  in  the  short  run  could  well  prove  to  be  disas- 
trous over  time,  if  the  cost  vnll  be  measured  in  ignorance,  illiteracy,  innumeracy, 
and  divisiveness. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Schwartzman. 

I  do  have  a  few  questions  for  both  of  you.  Mr.  Cooper,  at  our  last 
hearing  on  communications  mergers,  experts  expressed  concerns 
that  TCI's  vast  network  of  cable  systems  and  programming  added 
to  Bell  Atlantic's  local  telephone  monopoly  would  diminish  incen- 
tives for  head-to-head  cable  and  telephone  company  competition. 
Since  I  share  those  concerns,  I  am  extremely  troubled  that  your 
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testimony  describes  a  history  of  abusive,  anticompetitive  practices 
engaged  in  by  TCI,  Bell  Atlantic,  and  similar  companies. 

Would  you  comment  on  the  kinds  of  behaviors  that  are  relevant 
to  antitrust  review  of  the  proposed  Bell  Atlantic-TCI  merger? 

Mr.  Cooper.  I  think  the  crucial  behaviors  are  denial  of  access. 
The  telephone  companies  have  consistently  fought  access  to  their 
network,  have  thrown  up  conditions,  have  made  it  difficult  for  com- 
petitors to  get  access  to  their  networks.  I  was  just  reading  Judge 
Green's  first  triennial  review  and  he  cited  Bell  Atlantic  as  creating 
problems  for  their  cellular  competitor  because,  as  you  saw  today, 
they  still  rely  on  the  local  switch  network.  So  they  deny  access  to 
the  technology  and  therefore  disadvantage  their  competitors.  TCI, 
of  course,  has  had  a  similar  pattern  by  withholding  access  to  their 
subscribers  and  withholding  access  to  their  programming. 

The  first  antitrust  theory  you  heard  this  morning  had  to  do — or 
one  of  the  theories — had  to  do  with  a  denial  of  access  to  potential 
markets.  So  if  you  take  this  massive  market  of  22  or  24  million 
subscribers,  depending  on  how  you  count  them,  and  you  combine 
that  with  companies  who  have  consistently  denied  access,  you  have 
a  terrible  vertical  problem  with  respect  to  competition  in  the  indus- 
try. 

TCI  can  make  its  own  market  in  programming  and  can  destroy 
alternative  programmers  from  achieving  a  market.  That  is  the 
central  complaint.  TCI  alone  could  do  that.  Add  to  that  the  addi- 
tional subscribers  of  Bell  Atlantic  and  you  have  a  monumental 
problem  in  terms  of  denial  of  demand. 

Senator  Metzenbaum.  Mr.  Cooper,  as  we  heard  from  the  FTC 
this  morning,  TCI's  power  in  the  cable  and  programming  markets 
is  so  great  that  the  Commission  found  significant  competitive  prob- 
lems with  TCI  gaining  an  ownership  stake  in  Paramount.  From  a 
consumer  perspective,  should  the  FTC's  analysis  and  concerns  be 
relevant  to  an  antitrust  review  of  the  proposed  Bell  Atlantic-TCI 
merger? 

Mr.  Cooper.  Absolutely.  The  vertical  problems — there  were  three 
theories:  loss  of  a  potential  competitor,  and  that  is  absolutely  the 
case.  The  cable  and  telephone  companies  looked  like  the  most  likely 
competitors.  That  is  the  first  theory  you  heard  this  morning.  A  sec- 
ond theory  was  the  loss  of  demand.  Those  are  absolutely  crucial 
theories.  They  are  clearly  at  issue  in  this  merger  and  they  just  get 
bigger  when  you  take  two  of  the  largest  entities  and  put  them  to- 
gether. So  those  vertical  theories  have  direct  and  immediate  rel- 
evance to  the  Bell  Atlantic-TCI  merger  and  any  merger  involving 
one  of  the  Baby  Bells  because  of  the  massive  potential  in  terms  of 
access  to  consumers. 

Senator  Metzenbaum.  You  state  very  forcefully  in  your  testi- 
mony that  regulation,  including  the  1992  Cable  Act,  cannot  prevent 
the  anticompetitive  practices  that  you  believe  are  associated  with 
proposed  mergers  like  the  Bell  Atlantic-TCI  deal.  Would  you  care 
to  elaborate  on  that  point? 

Mr.  Cooper.  Well,  the  history  is  clear.  There  are  not  enough  reg- 
ulators and  auditors  in  the  world  to  follow  all  of  these  transactions. 
I  have  testified  in  about  70  State  cases  on  various  and  sundry 
abuses,  and  the  most  dramatic  one  is  in  Georgia  in  which  the  voice 
messaging  market  had  been  opened  up  to  the  Baby  Bells  and  com- 
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petitors  are  simply  completely  dependent  upon  the  transactions 
that  take  place  between  the  local  monopoly  switch  and  the  tele- 
phone company. 

In  every  transaction,  when  someone  would  call  and  say  I  want 
to  sign  up  for  this  voice  messaging  service,  they  would  have  to 
order  something  from  the  local  company.  They  would  cross-sell. 
Why  do  you  want  to  buy  from  them?  We  offer  the  same  service.  Of 
course,  they  have  effectively  and  systematically  destroyed  that 
competition.  How  can  you  police  those  transactions? 

I  have  been  an  expert  witness  in  two  fraudulent  marketing  cases 
in  which,  when  people  call  up  for  local  service,  they  get  sold  other 
things  fraudulently.  How  can  regulators  police  those  private  trans- 
actions? The  record  is  clear,  the  tendency  is  clear,  and  the  impos- 
sibility of  regulators  policing  all  that  is  just  as  clear  as  well. 

Senator  Metzenbaum.  QVC's  partners  in  the  Paramount  bidding 
war  include  cable  companies  Cox,  Comcast  and  Newhouse  that  own 
cable  systems  in  the  territory  of  BellSouth,  the  newest  partner  in 
QVC's  tender  offer.  Similarly,  Viacom  has  enlisted  NYNEX  as  a 
major  financial  partner  in  its  bid  for  Paramount. 

Do  you  believe  that  antitrust  authorities  should  require  that  ei- 
ther local  telephone  or  cable  operations  be  divested  where  financial 
partners  could  end  up  owning  both  communications  wires  into  the 
home? 

Mr.  Cooper.  I  absolutely  think  there  should  be  divestiture,  but 
I  think  that  divestiture  should  be  of  the  telephone  lines,  if  that  is 
technologically  feasible,  rather  than  the  cable  lines.  Because  the 
telephone  line  is  the  stronger  monopoly,  the  potential  threat  to 
competition  comes  from  the  potential  subsidy  of  those  telephone 
subscribers.  So  while  you  have  frequently  heard  people  say  we  will 
divest  the  cable  company,  I  suggest  that  maybe  we  should  look  at 
them  divesting  the  telephone  lines,  since  that  is  the  greater  threat 
to  competition. 

Senator  Metzenbaum.  If  the  proposed  Bell  Atlantic-TCI  merger 
were  not  approved  by  antitrust  authorities,  some  industry  observ- 
ers claim  that  the  convergence  of  communications  technologies  will 
lead  to  similar  large  corporate  combinations  and  consolidations.  Do 
you  agree  with  that  assessment,  and  if  not,  please  explain  how 
competition  for  local  phone  and  cable  service  would  be  more  likely 
to  develop  without  megamergers? 

Mr.  Cooper.  I  think  the  key  barrier,  as  mentioned  by  Andy,  is 
there  is  no  clear  reason  why  we  have  to  have  convergence  of  the 
content  and  the  conduit.  There  is  a  difference  between  the  pipe  and 
what  you  put  in  the  pipe,  and  that  is  the  crucial  link  that  has  to 
be  broken.  We  need  to  have  divestiture  and  separation  of  the  pro- 
gramming of  the  product  from  the  pipes. 

We  may  have  three  or  four  pipes  coming  into  every  house,  but 
if  you  can  tie  up  the  product,  then  you  will  ultimately  shrink  the 
number  of  potential  competitors.  So  the  convergence  of  technology 
just  doesn't  ring  true  in  terms  of  the  potential  for  programming 
compared  to  the  potential  for  delivering  it.  There  is  no  clear  rela- 
tionship between  making  movies  and  then  turning  them  into  bits, 
a  data  stream,  because  that  is  all  you  are  doing  on  the  network. 
They  are  completely  separate  technological  tasks.  Once  you  have 


175 

the  movie,  you  can  turn  it  into  a  data  stream  of  ones  and  zeroes, 
and  anyone  can  deliver  that  and  unscramble  it. 

The  linkage  between  ownership  and  concentration  of  program- 
ming and  ownership  and  concentration  of  the  pipes  is  not  techno- 
logically necessary  or,  in  fact,  in  the  public  interest. 

Senator  Metzenbaum.  Thank  you.  Mr.  Schwartzman,  I  am  going 
to  have  to  be  rather  brief  with  you  because  I  have  just  been  ad- 
vised that  a  vote  has  just  commenced  on  the  floor. 

At  our  last  communications  merger  hearing,  Mr.  Smith  from  Bell 
Atlantic  stated  that  even  with  all  of  TCFs  programming,  Bell  At- 
lantic would  only  own  a  small  percentage  of  all  television  program- 
ming and  therefore  could  not  impede  competition  in  the  program- 
ming market.  Do  you  agree  with  Mr.  Smith's  analysis? 

Mr.  Schwartzman.  No;  I  will  try  to  be  brief  for  a  very  com- 
plicated question,  Mr.  Chairman.  There  is  programming  and  there 
is  programming.  These  are  not  widgets.  They  are  not  fungible 
items  any  more  than  the  Washington  Post  is  comparable  to  the 
monthly  newsletter  of  a  community  association  or  homeowners 
group.  Different  channels  of  media  have  different  power  and  pre- 
established  power. 

As  Ms.  Steptoe  said  this  morning,  much  of  the  entertainment 
production  of  this  country  is  already  tied  up  on  contracts  and  goes 
to  particular  entertainment  channels.  These  have  marquis  value. 
Even  though  there  may  be  several  hundred  supposed  channel  offer- 
ings, when  you  eliminate  the  repetition  there  are  many  fewer.  But 
even  of  those  channel  offerings,  most  people  watch  just  a  few  of 
them.  Those  dominant  channels  are  the  ones  that  are  necessary  in 
order  to  maintain  control,  and  of  those  dominant  channels,  TCI 
controls  most  of  them  or  many  of  them.  So,  the  degree  of  clout  that 
TCI  has  when  combined  with  Bell  Atlantic's  financial  clout  is  not 
simply  measured  in  some  sort  of  small  percentage  calculation  of 
the  number  of  channels. 

Senator  Metzenbaum.  I  agree  with  many  of  the  concerns  you 
raised  in  your  testimony  about  the  proposed  mergers  in  the  com- 
munications industry.  However,  some  industry  observers  claim 
these  fears  should  disappear  when  cable  and  other  communications 
systems  expand  to  offer  500  channels  of  programming.  Do  you 
agree  with  that  assessment?  What  about  all  this  talk  of  500  dif- 
ferent channels  of  programming  and  you  don't  need  to  worry  about 
who  has  got  control  of  what  programming? 

Mr.  Schwartzman.  Well,  500  channels  may  be  controlled  by  as 
few  as  one  company,  and  that  is  the  problem.  How  many  compa- 
nies have  editorial  control?  That  is  the  core  assumption  of  the  1992 
Cable  Act,  which  is  that  when  you  have  50,  60,  or  70  channels  all 
controlled  by  one  cable  operator,  you  have  a  bottleneck.  Experience 
since  1984  in  deregulation  has  proven  that  that  bottleneck  can  be 
abused. 

I  am  not  sure  we  are  going  to  have  500  channels,  as  most  people 
seem  to  think.  A  lot  of  these  are  going  to  be  data  and  information 
services,  but  video  on  demand  means  that  they  are  going  to  use 
100  channels  by  having  10  movies  being  shown  10  times  a  day  at 
staggered  intervals.  If  those  10  movies  are  all  controlled  by  one 
company,  that  doesn't  bring  any  diversity.  The  real  key  is  whether 
competitors  are  going  to  be  able  to  gain  access,  and  if  we  look  to 
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TCI  as  the  model  on  how  to  use  control  over  the  gateway  in  order 
to  keep  access  out,  it  is  not  a  very  optimistic  situation  that  we  face. 
That  is  what  is  so  troubling. 

Bell  Atlantic,  a  company  that  I  greatly  respect,  had  been  leading 
the  way  in  setting  up  competition  with  the  cable  industry.  Bell  At- 
lantic was  moving  toward  a  model  of  a  truly  open  gateway  in  which 
everyone  would  be  able  to  hook  up  on  a  nondiscriminatory  basis 
and  Bell  Atlantic  was  going  to  be  offering  transport.  So  when  Bell 
Atlantic  buys  TIC,  it  is  buying  the  company  with  the  experience  to 
abuse  its  control  over  the  access  to  the  home.  That  is  what  troubles 
me. 

Senator  Metzenbaum.  I  am  troubled,  also.  I  am  troubled  that 
not  only  competition,  but  political  debate  may  be  stifled  when  large 
communications  companies  combine.  For  example,  Hollywood  used 
to  defend  the  rights  of  the  creators  of  programming  against  cable's 
monopolistic  practices.  However,  industry  critics  claim  that  since 
Time,  Inc.,  merged  its  cable  operations  with  Warner  Brothers  Stu- 
dios, Hollywood  lost  its  zeal  for  fighting  the  cable  industry.  Simi- 
larly, at  our  last  hearing  we  heard  how  TCI  allegedly  pressured 
NBC  to  alter  the  format  and  focus  of  its  cable  news  network. 

How  do  you  respond  to  these  claims,  and  what  are  the  broader 
implications  for  the  free  flow  of  information  in  our  society? 

Mr.  SCHWARTZMAN.  These  are  very  troublesome  concerns,  and 
the  G.E.  example  that  you  described  is  a  very  potent  one  that  the 
supposedly  all-powerful  network,  backed  by  General  Electric,  had 
to  agree  in  writing  that  it  would  not  compete  with  TCI's  own  Cable 
News  Network.  Well,  let  us  talk  about  Cable  News  Network,  which 
has  been  run,  I  think,  in  a  very  fair  and  even-handed  way,  but  the 
potential  for  abuse  is  tremendous. 

Now,  you  have  Bell  Atlantic  acquiring  TCI  and,  through  TCI,  ac- 
quiring what  is  in  many  ways  an  effective  control  of  CNN.  Bell  At- 
lantic is  a  company  which  is  accountable  right  now  to  State  legisla- 
tors and  State  regulators  throughout  the  entire  Middle  Atlantic 
States.  Supposing,  in  theory,  CNN  were  doing  an  investigation  of 
political  practices  or  regulatory  practices,  the  concern,  whether  it 
is  real  or  not,  whether  it  is  fanciful,  might  be  that,  gee,  they  are 
going  to  come  after  us,  maybe  we  ought  to  be  nice  to  them. 

When  you  combine  the  kind  of  power  that  comes  with  being  a 
regulated  monopoly,  a  company  that  is  accountable  for  providing 
common  carrier  service,  with  the  control  over  dissemination  of 
news  and  information,  you  are  creating  a  scenario  that  offers  op- 
portunity for  great  abuse.  As  with  all  that  we  have  been  talking 
about  this  morning,  Mr.  Chairman,  the  solution  is  to  look  ahead, 
to  act  prophylactically  to  avoid  creating  combinations  that  can 
cause  problems  and  then  trying  to  fix  them  up  after  the  fact. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Schwartzman. 
Thank  you,  Mr.  Cooper. 

The  hearing  stands  adjourned. 

[Whereupon,  at  11:47  a.m.,  the  subcommittee  was  adjourned.] 
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THURSDAY,  DECEMBER  16,  1993 

U.S.  Senate, 
Subcommittee  on  Antitrust,  Monopolies 

AND  Business  Rights, 
Committee  on  the  Judiciary, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:05  a.m.,  in  room 
SD-226,  Dirksen  Senate  Office  Building,  Hon.  Howard  Metzen- 
baum  (chairman  of  the  subcommittee),  presiding. 

Also  present:  Senators  Thurmond  and  Leahy  (ex  officio). 

OPENING  STATEMENT  OF  HON.  HOWARD  M.  METZENBAUM,  A 
U.S.  SENATOR  FROM  THE  STATE  OF  OHIO 

Senator  METZENBAUM.  Good  morning.  This  is  the  third  and,  bar- 
ring some  new  development,  final  Antitrust  Subcommittee  hearing 
on  the  wave  of  mergers  that  is  sweeping  through  the  telecommuni- 
cations industry. 

Since  we  began  these  hearings  in  October,  there  have  been  al- 
most daily  press  accounts  of  some  new  deal  among  powerful  tele- 
phone, cable,  and  video  programming  companies.  To  date,  US  West 
has  formed  a  joint  venture  with  Time  Warner.  BellSouth  has 
teamed  up  with  QVC  and  three  cable  companies.  Cox,  Comcast, 
and  Newhouse,  to  bid  for  Paramount.  Southwestern  Bell  has  an- 
nounced a  joint  venture  with  Cox.  NYNEX  has  invested  in 
Viacom's  bid  for  Paramount.  AT&T  has  reached  out  to  acquire 
McCaw  Cellular.  The  five  largest  cable  companies— TCI,  Comcast, 
Time  Warner,  Continental,  and  Cox— have  formed  a  joint  venture 
to  develop  new  telecommunications  services,  and  Bell  Atlantic  has 
proposed  a  megamerger  with  cable  giant  TCI. 

We  are  witnessing  a  feeding  frenzy  that  threatens  to  consolidate 
the  telecommunications  industry  into  a  handful  of  giant  conglom- 
erates. Some  have  welcomed  this,  claiming  that  it  will  speed  devel- 
opment of  the  so-called  information  superhighway.  I  have  my 
doubts.  It  appears  to  me  that  these  megamergers  are  less  likely  to 
advance  developments  in  communications  than  they  are  to  sup- 
press competition  and  force  new  monopolies. 

To  my  mind,  the  single  most  important  issue  is  whether  these 
deals  will  give  consumers  more  choices  for  telephone  and  cable 
services  at  lower  prices,  or  allow  them  to  be  victimized  by  a  hand- 
ful of  telecommunications  giants. 
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The  fact  is  that  no  one  in  this  room  or  in  any  comer  of  industry 
or  academia  has  the  definitive  answer  to  that  question.  However, 
industry  captains,  Federal  trustbusters,  independent  experts  and 
consumer  representatives  have  warned  us  that  we  must  proceed 
with  extreme  caution  if  we  want  competitive  market  forces  to  build 
this  information  superhighway.  The  fact  is  that  the  deals  that  are 
allowed  to  pass  antitrust  scrutiny  in  the  next  3  to  5  years  can  con- 
trol the  growth  and  direction  of  this  industry  for  the  next  50  to  100 
years.  If  Government  does  not  provide  the  proper  direction  or  insist 
on  safeguards  to  protect  the  public,  we  may  miss  an  important  op- 
portunity. 

As  Prof.  Robert  Pitofsky,  who  is  heading  an  administration  de- 
fense antitrust  panel,  will  testify,  growth  and  innovation  in  an  in- 
dustry can  be  retarded  for  decades  if  the  antitrust  authorities  turn 
a  blind  eye  to  anticompetitive  strategies  to  dominate  the  market. 
If  America  hopes  to  be  competitive  in  the  21st  century,  we  cannot 
allow  that  to  happen  in  the  telecommunications  industry. 

Until  a  few  months  ago,  telephone  and  cable  companies  had  been 
positioning  themselves  for  head-to-head  competition.  However,  they 
now  seem  intent  on  combining  rather  than  competing.  Unless  we 
are  vigilant,  a  future  telecommunications  industry  could  be  domi- 
nated by  a  colossus  like  TCI-Bell  Atlantic  and  a  handful  of  less 
competitors.  Under  those  circumstances,  there  could  be  more  incen- 
tive for  telecommunications  companies  which  have  no  history  of  or 
experience  with  competition  to  simply  coexist. 

As  Robert  Allen,  the  head  of  AT&T,  observed  at  our  last  hearing: 

I  have  never  seen  a  single  [regional  Bell  company]  compete  in  another's  territory, 
with  the  exception  of  cellular  franchises  *  *  *  and  I  have  never  seen  a  cable  com- 
pany compete  against  another  cable  company  or  a  telephone  company  ♦  ♦  ♦  [They 
have]  no  record  of  competition  or  incentive  to  compete. 

There  is  another  reason  to  be  concerned  about  consolidation  in 
the  telecommunications  industry.  Telephone  and  cable  monopolies 
have  an  established  track  record  of  anticompetitive  conduct.  Last 
month,  consumer  witnesses  testified  that  the  regional  Bell  compa- 
nies have  repeatedly  been  guilty  of  deceptive  marketing  practices 
and  outright  consumer  fraud.  Likewise,  the  cable  industry  has  been 
disciplined  for  forcing  consumers  to  buy  expensive  packages  of 
cable  programs  and  for  other  abuses. 

At  our  last  hearing,  I  read  an  astonishing  memo  from  an  em- 
ployee of  TCI  who  urged  his  system  managers  to  undermine  cable 
rate  restrictions  by  charging  consumers  for  established  services  and 
then  "blame  it  on  re-regulation  and  the  Government."  We  will  cer- 
tainly give  Mr.  John  Malone,  the  head  of  TCI,  an  opportunity  to 
defend  that  memo  when  he  testifies  later  this  morning. 

However,  the  megamerger  that  concerns  me  the  most  is  Bell  At- 
lantic and  TCI.  That  is  because  TCI  has  been  allowed  to  acquire 
so  much  market  power  over  cable  systems  and  programming.  In 
1984,  the  Baltimore  Sun  reported  that  Mr.  Malone  compared  his 
industry  to  "a  game  of  monopoly"  and  stated  that  "TCFs  primary 
goal  was  to  *  *  *  buy  more  property."  TCI  has  certainly  realized 
that  goal.  It  is  the  Nation's  largest  cable  system.  It  reaches  about 
25  percent  of  all  cable  subscribers.  In  March  of  1993,  Fortune  Mag- 
azine reported  that  TCI's  John  Malone  "has  the  power  of  gate- 
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keeper  in  this  highly  competitive  industry.  No  cable  channel  can 
thrive  without  access  to  his  customers." 

TCI's  market  power  will  become  even  more  formidable  if  it  is  al- 
lowed to  merge  with  Bell  Atlantic.  That  new  colossus  would  have 
a  telephone  or  cable  wire  connecting  approximately  40  percent  of 
the  homes  in  America.  The  head  of  the  FTC's  Bureau  of  Competi- 
tion testified  before  this  subcommittee  "When  you  consider  the 
number  of  consumers  affected  by  Bell  Atlantic-TCI,  obviously  the 
potential,  if  there  is  an  antitrust  problem,  is  enormous." 

Moreover,  TCI  and  Bell  Atlantic  would  control  a  vast  stable  of 
cable  programming,  including  9  of  the  20  most  popular  cable  net- 
works. The  very  large  chart  to  my  right  lists  TCI-controUed  pro- 
gramming. It  is  a  very  formidable  list. 

It  was  TCI's  excessive  power  over  cable  programming  that  led 
the  FTC  to  challenge  its  back-door  acquisition  of  Paramount.  Inci- 
dentally, TCI  argues  that,  well,  we  don't  have  a  51-percent  position 
in  this  company  or  that  company,  and  therefore  we  don't  have  con- 
trol. Don't  you  believe  it.  Mr.  Malone  and  TCI  are  in  a  position  to 
exercise  control  with  far  less  than  a  51-percent  position. 

Technically,  in  the  previous  matter  before  the  FTC,  it  was  QVC 
and  not  TCI  that  was  buying  Paramount.  However,  TCI  has  a  22- 
percent  stake  in  QVC  which  the  FTC  concluded  could  give  it  the 
power  to  control  Paramount's  cable  programming.  Consequently,  in 
a  November  15  consent  decree  against  TCI,  the  FTC  charged  that 
giving  TCI  control  over  Paramount's  cable  programming  could  per- 
mit it  to  raise  prices  to  subscribers  and  other  cable  operators,  to 
collude  with  other  cable  operators  to  raise  prices  or  to  deny  com- 
petitors access  to  desirable  programming,  and  to  keep  new  competi- 
tors out  of  the  market. 

The  fact  is  that  TCI  already  has  the  power  to  raise  prices  and 
block  new  competitors  with  or  without  acquiring  Paramount's  cable 
programming.  In  my  view,  the  real  importance  of  the  FTC's  chal- 
lenge is  that  it  marked  the  first  time  in  recent  memory  that  a  Fed- 
eral agency  was  willing  to  say  no  to  TCI.  For  that,  the  American 
people  owe  the  FTC  a  debt  of  gratitude. 

However,  none  of  the  charts  displayed  in  this  room  or  the  FTC's 
consent  decree  against  TCI  tell  the  complete  story  of  its  dominance 
in  the  cable  industry.  The  fact  is  that  TCI  has  found  other  even 
more  clever  ways  to  expand  its  power  and  intimidate  would-be  ri- 
vals. 

For  example,  TCI  controls  a  programming  buying  agent  for  cable 
systems  which  purchases  cable  programming  at  a  deep  discount. 
That  TCI  subsidiary  wields  enormous  power.  It  can  refuse  to  buy 
programming  at  a  competitive  price,  which  easily  could  put  a  pro- 
grammer out  of  business,  or  it  can  expel  a  renegade  cable  system 
from  the  group,  denying  them  the  financial  benefits  of  TCI's  buying 
clout  and  putting  their  systems  at  risk. 

The  Congress  must  ensure  that  there  is  robust  competition  in 
telecommunications  markets.  To  that  end,  yesterday  I  sent  a  letter 
to  Anne  Bingaman,  the  Department  of  Justice's  Antitrust  Chief, 
and  Janet  Steiger,  the  Chairman  of  the  Federal  Trade  Commission, 
calling  upon  them  to  create  elite  units  of  experienced  antitrust  law- 
yers to  review  telecommunications  deals.  My  reasons  for  making 
this  recommendation  are  three-fold. 
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First,  some  of  the  most  important  deals,  such  as  Time  Warner's 
joint  venture  with  US  West,  were  never  formally  reviewed.  I  be- 
lieve that  the  antitrust  agencies  should  go  back  and  look  at  those 
deals  in  light  of  recent  mergers  that  involve  Time  Warner's  other 
programming  investments. 

Second,  I  am  concerned  that  if  telecommunications  deals  are  re- 
viewed in  isolation  from  one  another,  their  anticompetitive  con- 
sequences may  be  understated.  However,  if  those  deals  are  exam- 
ined in  light  of  the  consolidation  and  the  web  of  interlocking  ar- 
rangements that  are  developing  in  the  industry,  their  anticompeti- 
tive dangers  will  be  more  apparent. 

Third,  a  December  9  Wall  Street  Journal  article  suggested  that 
the  Clinton  administration  might  challenge  some  communications 
deals  and  not  others  "to  show  that  it  intends  to  live  by  its  aggres- 
sive antitrust  rhetoric."  I  do  not  believe  that  either  DO  J  or  FTC 
would  do  such  a  thing.  That  statement  implies  political  gamesman- 
ship on  the  part  of  DOJ  and  FTC.  Frankly,  I  have  more  faith  in 
the  integrity  of  those  agencies  than  in  the  Wall  Street  Journal  re- 
port. 

The  fact  is  that  the  decisions  that  the  antitrust  agencies  make 
to  approve,  to  condition,  or  to  challenge  a  telecommunications  deal 
will  affect  consumers  and  the  vitality  of  the  industry  for  decades 
and  the  free  flow  of  ideas  to  all  Americans.  The  Department  of  Jus- 
tice and  the  FTC  could  demonstrate  their  enforcement  resolve  and 
bolster  their  resources  by  forming  special  units  to  scrutinize  every 
telecommunications  deal.  Doing  so  would  also  protect  American 
consumers  from  decades  of  anticompetitive  abuses  at  the  hands  of 
a  few  ruthless  telecommunications  giants.  I  intend  to  make  sure 
that  the  President  is  fully  aware  of  my  antitrust  concerns,  as  well 
as  other  members  of  his  administration. 

We  are  delighted  to  have  with  us  today  the  ranking  member  of 
this  subcommittee,  Senator  Strom  Thurmond.  Senator,  do  you  have 
an  opening  statement? 

OPENING  STATEMENT  OF  HON.  STROM  THURMOND,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  SOUTH  CAROLINA 

Senator  Thurmond.  Thank  you,  Mr.  Chairman.  This  morning, 
we  hold  our  third  hearing  on  recent  large  transactions  in  the  tele- 
communications industry.  Telecommunications  businesses  continue 
to  evolve  rapidly,  as  shown  by  the  partnership  between  Cox  Enter- 
prises and  Southwestern  Bell  and  Bell  Canada's  investment  in 
Jones  Intercable,  both  of  which  have  been  announced  since  our  last 
hearing. 

The  speed  at  which  this  industry  is  changing  raises  the  need  for 
congressional  review  of  the  appropriateness  of  relevant  laws  and 
regulations.  Additionally,  it  raises  concerns  that  excessive  Govern- 
ment review  and  regulation  will  unnecessarily  impede  private  ini- 
tiative and  competition  in  this  vital  sector  of  our  economy. 

At  our  previous  two  hearings,  I  discussed  the  proper  role  for  the 
Congress  in  considering  the  proposed  mergers.  Determining  the 
purpose  and  proper  scope  of  this  hearing  is  even  more  important 
due  to  the  large  numoer  of  allegations  that  have  been  made 
against  Tele-Communications,  Inc.  The  purpose  today  should  not 
be  to  attempt  to  adjudicate  the  specific  allegations  against  TCI,  for 
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we  are  neither  judge  nor  jury.  Detailed  consideration  by  this  sub- 
committee of  improper  conduct  or  market  imperfections  is  nec- 
essary only  where  existing  antitrust  laws  or  enforcement  are  inad- 
equate or  under  review. 

TCI's  actions  are  now  being  challenged  under  the  antitrust  laws 
in  Federal  court  where  the  issues  can  be  fully  and  fairly  litigated 
and  adjudicated.  In  fact,  Mr.  Malone  may  be  unable  to  address  cer- 
tain issues  in  any  detail  today  because  of  the  pendency  of  this  pri- 
vate antitrust  litigation  in  New  York. 

Finally,  as  I  have  stated  at  our  previous  hearings,  the  antitrust 
enforcement  agencies  are  entrusted  with  conducting  a  competitive 
analysis  of  the  proposed  mergers  and  bringing  any  necessary  anti- 
trust challenge.  The  role  of  the  Congress  should  be  to  ensure  that 
laws  and  regulations  keep  up  with  the  convergence  of  telephone, 
cable,  and  wireless  technologies  so  that  competition  can  flourish 
wherever  possible  in  the  marketplace  for  the  benefit  of  consumers. 

Mr.  Chairman,  I  wish  to  thank  each  of  the  witnesses  for  their 
time  and  effort  in  appearing  before  the  subcommittee  this  morning 
because  I  know  it  was  difficult  for  several  of  them  to  arrange  a 
time  to  do  so.  I  look  forward  to  hearing  their  testimony. 

Thank  you,  Mr.  Chairman. 

Senator  Metzenbaum.  Thank  you  very  much. 

We  are  very,  very  pleased  that  Senator  Bob  Kerrey  of  Nebraska 
is  with  us  this  morning.  Senator  Kerrey  has  been  a  leader  in  study- 
ing the  importance  of  communications  policy  since  he  was  Governor 
of  Nebraska,  and  so  this  is  not  a  new  area  for  him  and  we  are 
pleased  that  in  this  area,  as  in  so  many  others,  he  is  willing  to 
speak  out  and  share  with  us  the  benefit  of  his  thinking. 

We  are  delighted  that  you  are  here  with  us  this  morning.  Bob. 

STATEMENT  OF  HON.  J.  ROBERT  KERREY,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  NEBRASKA 

Senator  Kerrey.  Thank  you,  Mr.  Chairman.  Since  you  asked  me 
to  keep  my  testimony  to  10  minutes,  I  will  do  two  things;  first,  ask 
unanimous  consent  that  the  entire  testimony  be  included  in  the 
record,  and  then,  second,  I  will  drop  the  first  10  pages  which  are 
essentially  complimenting  you  on  holding  these  hearings,  and  re- 
duce that  to  a  single  paragraph  to  say  that  American  consumers 
really  have  benefited  from  your  tireless  and  truly  fearless  vigilance 
on  their  behalf  You  have  not  only  saved  taxpayers  an  awful  lot  of 
money.  Senator  Metzenbaum,  you  have  saved  an  awful  lot  of  lives. 

Senator  Metzenbaum.  Thank  you  very  much. 

Senator  Kerrey.  I  know  there  are  going  to  be  a  number  of  people 
who  like  to  buy  silence  around  here  with  campaign  contributions 
who  won't  regret  your  passing  in  1995,  but  I,  for  one,  will  miss  you 
terribly  and  I  can't  imagine  how  it  is  going  to  be  possible  to  fill 
your  shoes. 

Senator  Metzenbaum.  Your  friendship  means  much  to  me  and  I 
appreciate  your  comments. 

Senator  Kerrey.  Mr.  Chairman,  I  have  made  an  effort  to  come 
here  and  ask  to  testify  on  this  proposed  merger  because  I  would 
like  to  suggest  how  I  think  we  should  regulate  these  new  commu- 
nications industries,  but  I  am  also  here  because  I  believe  that  some 
of  the  most  important  concerns,  at  least  as  I  see  them  being  ex- 
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pressed  by  the  American  people,  as  well  as  their  aspirations,  hang 
in  the  balance  of  what  we  do. 

The  revolutionary  changes — and  indeed  they  are  revolutionary 
changes — in  the  technologies  that  enable  these  industries  to  grow 
and  to  form  present  the  American  people  and  the  world,  I  believe, 
with  a  series  of  good  news/bad  news  events. 

The  good  news  is  these  technologies  are  going  to  create  millions 
of  new  jobs  for  the  American  people  who  have  acquired  the  skills 
in  the  new  media.  The  bad  news  is  that  millions  of  jobs  will  be  lost 
as  software  replaces  workers  and  as  obsolete  products  disappear 
with  startling  speed. 

The  good  news  is  that  we  are  going  to  be  given  a  tool  which  will 
enable  us  to  communicate  with  one  another  more  quickly,  more 
cheaply,  and  in  ways  which  could  enrich  our  culture  and  deepen 
our  respect  for  the  powers  of  the  Almighty  to  create  and  destroy. 
The  bad  news  is  the  potential  for  the  invasion  of  privacy  and  the 
trivialization  or  vulgarization  of  our  culture,  politics,  and  human- 
ity. 

The  good  news,  Mr.  Chairman,  is  that  democratic  power  and 
business  politics  and  our  social  life  could  become  more  distributed 
to  the  people,  but  the  bad  news  comes  in  the  form  of  monopolies, 
either  imposed  by  the  Government,  Mr.  Chairman,  or  allowed  by 
neglect,  which  could  strangle  the  individual  impulse  to  create  and 
express. 

The  good  news  is  that  these  technologies  could  change  our  lives 
for  the  better,  but  the  bad  news  is  that  they  could,  if  we  do  not 
apply  values  that  satisfy  our  highest  aspirations,  add  fuel  to  the 
fire  of  violence  that  is  threatening  the  American  family  and  the 
American  way  of  life. 

Borrowing,  Mr.  Chairman,  from  an  observation  made  by  Mr.  Neil 
Postman,  when  I  look  at  America  and  make  a  list  of  good  news  and 
bad  news,  the  good  news  is  seldom  a  consequence  of  technology 
alone,  and  the  bad  news  is  never  a  result  of  a  shortage  of  tech- 
nology. If  there  is  something  missing  today  in  America,  it  is  not  a 
new  generation  of  whiz-bang  toys,  personal  data  systems,  modems 
or  fiber  optics.  The  missing  ingredient  is  the  need  to  belong,  to  feel 
some  dignity,  to  feel  some  purpose  of  life,  and  to  feel  that  our  indi- 
vidual power  to  do  something  good  is  alive  and  well. 

One  of  the  most  important  conditions  that  adds  to  an  individual's 
sense  of  dignity,  Mr.  Chairman,  and  to  that  individual's  respect  is 
having  a  job.  A  job,  Mr.  Chairman,  can  cure  a  lot  of  ills.  It  can 
change  a  life  from  desperation  to  optimism,  and  jobs  are  clearly  at 
stake,  Mr.  Chairman.  Our  regulatory  response  to  this  proposed 
merger  will  have  a  profound  impact  on  the  lives  of  our  youth  who 
are  searching  for  work  and  our  middle-age  workers  who  may  be 
among  the  2  million  Americans  a  year  who  receive  a  pink  slip. 

Jobs  must  be  issue  number  one.  Millions  of  new  American  jobs 
will  be  created  as  new  products  and  services  are  sold  to  American 
and  world  consumers.  We  must  take  care  not  to  allow  the  headline 
stories  that  describe  telephone  companies  downsizing  their 
workforce  to  prevent  us  from  seeing  the  news  of  rapid  growth  of 
jobs  in  the  hardware,  software,  and  infrastructure  industries. 

Mr.  Chairman,  to  summarize  a  few  pages  here,  it  has  been  esti- 
mated that  the  telecommunications  industry,  and  the  telephone 
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companies  specifically,  will  invest  $150  billion  over  the  next  5 
years;  that  the  marginal  increase  in  investment  will  total  $50  bil- 
lion in  1993  money.  Mr.  Chairman,  that  $50  billion  over  5  years 
compares,  in  1993  dollars,  to  $37  billion  that  was  invested  in  the 
interstate  highway  system  from  1957  to  1963. 

Mr.  Chairman,  these  investments  that  are  being  made  by  private 
capital  are  going  to  create  an  awful  lot  of  jobs  here  in  the  United 
States  of  America,  and  my  hope,  Mr.  Chairman,  is  that  you  will  fol- 
low your  quite  persuasive  and  quite  impressive  consumer  nose  to 
allow  you  to  determine  how  it  is  that  we  ought  to  regulate.  I  would 
like  to  suggest,  Mr.  Chairman,  that  if  you  do  follow  that  consumer 
nose  and  say,  what  is  it  the  consumer  wants,  what  is  it  that  I 
want,  what  is  it  that  you  want  as  a  consumer,  it  is  much  more  like- 
ly that  our  regulatory  response  will  be  appropriate. 

Let  me  give  you  an  example.  I  have  got  a  number  of  consumer 
needs  that  I  have  in  my  own  household,  and  I  would  like  to  de- 
scribe those  consumer  needs,  and  I  would  like  to  describe  as  well 
how  I  currently  satisfy  those  needs. 

First  of  all,  I  want  a  phone  that  works.  To  satisfy  that  need,  I 
make  sur^I  elect  regulators  who  promise  to  keep  my  rates  as  low 
as  possible.  I  want  my  television  to  be  as  clear  as  it  can  be,  and 
again  to  get  that  done,  I  elect  regulators  who  promise  to  keep  my 
cable  service  as  cheap  as  possible.  I  want  a  mix  of  news  and  enter- 
tainment on  my  radio  and  TV,  and  so  I  ask  Federal  regulators  to 
monitor  the  hourly  content  of  the  broadcasts. 

I  want  my  newspaper  delivered  before  I  eat  breakfast,  so  I  pray, 
Mr.  Chairman,  every  day  that  the  newsprint  monopoly  is  concerned 
enough  about  seeing  print  ads  to  get  that  done.  I  want  my  mail 
waiting  home  at  night,  and  that  is  why  I  buy  a  Christmas  present 
for  my  postman  every  single  year.  I  like  to  read,  Mr.  Chairman,  so 
I  shop  at  stores  that  I  like;  I  shop  at  stores  that  allow  me  to  have 
a  cup  of  coffee  and  read  at  my  leisure. 

I  have  eclectic  tastes  in  music,  Mr.  Chairman,  so  I  go  to  stores 
where  the  other  shoppers  are  approximately  the  same  age  as  my 
children.  Though  I  do  not,  Mr.  Chairman,  buy  and  watch  video- 
tapes, I  do  have  an  account  at  Blockbuster  because  my  children, 
like  many  children  in  America,  currently  today  check  out  more  vid- 
eotapes at  video  stores  than  they  do  from  the  public  library. 

Mr.  Chairman,  what  I  suggest  to  you  is  that  it  is  possible  if  we 
regulate  properly  to  go  from  an  old  world  where  I  said  I  want  tele- 
phone service  and  television  service  and  other  information  services 
and  I  have  got  to  seek  the  opportunity  to  get  that  through  regu- 
latory effort.  I  believe  in  the  new  world  it  is  possible  merely  to  say 
I  as  a  consumer  should  have  options;  I  as  a  consumer  should  have 
choice.  I  should  not  face  any  business  that  says  to  me,  Mr.  Chair- 
man, that  I  have  to  take  that  service  on  a  take-it-or-leave-it  basis. 
That  business  should  understand  that  if  I  don't  like  the  service 
that  they  provide  me,  I  will  take  my  business  elsewhere;  I  will 
move  it  down  the  road. 

Mr.  Chairman,  I  know  it  is  difficult  for  all  of  us  to  understand, 
but  today  all  of  this  information — the  dial  tone,  the  video  service, 
the  newspaper,  the  music,  the  images  and  the  information  that  I 
buy — all  of  this  can  be  converted  into  an  indistinguishable  pile  of 
ones  and  zeros.  Mr.  Chairman,  my  hope  is  that  we  regulate  to 
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allow  me  the  maximum  amount  of  choice,  as  confusing  as  that 
might  be  for  the  consumer. 

One  of  the  things,  Mr.  Chairman,  that  I  observe  is  that  we  often- 
times talk  about  providing  consumers  with  choice  and  then  we  re- 
spond when  the  consumers  say,  well,  I  am  confused  and  I  would 
rather  have  these  choices  simple.  Mr.  Chairman,  it  is  apt  to  be  that 
the  consumer  is  going  to  have  a  wide  variety  of  exciting  choices, 
but  at  times  those  choices  are  apt  to  be  confusing. 

Mr.  Chairman,  I  believe  if  you  follow  that  consumer  line,  it  is  in- 
evitable that  the  most  attractive  form  of  regulation  is  to  tear  up 
the  existing  regulation  and  merely  say,  as  you  indicated  earlier,  to 
the  Antitrust  Division  of  Justice,  to  the  FTC  and  to  the  FCC,  just 
make  sure  the  consumers  have  choice.  Don't  try  to  organize  this 
thing  by  ladders,  don't  get  concerned  about  cross-ownership,  don't 
get  concerned  about  numbers  and  all  the  rest  of  it.  Let  the  test  be 
does  the  consumer  have  choice,  do  the  businesses  understand  that 
unless  they  compete  ferociously,  as  I  expect  is  going  to  happen  al- 
most regardless  of  what  we  do— do  the  businesses  understand  that 
unless  they  compete  ferociously,  they  are  apt  to  lose  the  consumer 
business.  If  that  is  in  place,  Mr.  Chairman,  then  I  believe  we  will 
have  the  correct  regulatory  mechanism  in  place,  and  I  think  that 
should  be  the  ultimate  test. 

Mr.  Chairman,  there  are  two  other  areas  that  I  am  deeply  con- 
cerned about,  and  I  have  laid  out  an  agenda  for  both  and  I  will  try 
briefly  to  describe  them  without  referencing  the  written  testimony. 

The  first  is  in  the  area  of  education.  I  believe  that  schools  in 
America  are  apt  to  get  left  out  of  the  information  age  unless  we 
specifically  think  and  consider  about  what  their  needs  are,  and  I 
have  listed  four  or  five  things.  First  of  all,  Mr.  Chairman,  I  think 
that  we  need  to  amend  the  Communications  Act  of  1934  and  say 
explicitly  that  every  classroom  in  America,  by  a  time  certain — let 
us  say  the  start  of  the  school  year  1995 — will  have  dedicated  data 
access,  whether  it  is  wired  or  wireless  I  don't  care,  to  every  single 
classroom  in  America,  Mr.  Chairman,  so  that  the  FCC  and  the  pub- 
lic service  and  public  utility  commissions  at  the  State  level  will  reg- 
ulate with  that  as  an  objective.  If  they  do  that,  it  will  enable  the 
private  sector,  it  seems  to  me,  Mr.  Chairman,  to  move  more  swiftly 
to  make  that  happen. 

Second,  Mr.  Chairman,  there  are  great  training  needs  and  I  am 
proposing  in  my  written  testimony  that  the  Federal  Government 
provide  some  matching  resources  to  States  that  are  willing  to  es- 
tablish training  center  for  both  teachers  and  parents.  This  new 
media  is  difficult  to  understand  and  it  is  difficult  to  train,  and  our 
people  and  our  teachers  and  our  parents  are  going  to  need  a  lot  of 
training  opportunities  to  get  that  done. 

Third,  Mr.  Chairman,  those  of  us  who  have  had  experience  with 
local  schools  understand  that  if  we  depend  upon  property  taxes,  or 
even  State  sales  and  income  taxes,  to  purchase  the  hardware  and 
the  software  that  parents  cannot  afford,  our  schools  simply  will  not 
be  able  to  make  the  leap  into  the  information  age.  I  am  suggesting 
that  one  alternative,  Mr.  Chairman,  might  be  to  take  the  revenue 
that  we  are  going  to  generate  from  the  sales  of  bandwidth  for  per- 
sonal data  assistance  for  the  new  personal  communications  sys- 
tem— take  that  revenue  and  create  a  Federal  fund  that  could  be 
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used  again  for  matching  State  and  local  initiatives  to  allow  the 
purchase  of  hardware  and  software. 

Mr.  Chairman,  the  third  area  that  I  would  identify  is  I  am  ter- 
ribly concerned,  and  I  know  you  are  as  well,  about  the  capacity  of 
citizens — and  I  emphasize  the  word  "citizen."  You  and  I  are  tax- 
payers, you  and  I  are  Members  of  Congress,  you  and  I  are  lots  of 
things,  but  at  base  we  are  citizens.  We  were  born  in  the  United 
States  of  America,  and  both  of  us  thank  God  that  we  were,  but  one 
of  the  responsibilities  that  we  have  as  a  citizen  is  to  make  informed 
decisions. 

You  and  I  both  know,  Mr.  Chairman,  from  our  service  on  the 
Senate  Select  Committee  on  Intelligence  that  when  decisionmakers 
here  in  Congress  have  to  make  decisions,  our  staff  rarely  provide 
us  and  our  briefers  rarely  provide  us  with  500  pages  of  text.  We 
spend  tens  of  billions  of  dollars  to  present  to  decisionmakers  here 
in  Washington,  DC,  visual  images  so  they  can  understand  what  is 
going  on  in  Mogadishu,  so  they  can  understand  what  is  going  in 
Port-au-Prince,  so  they  can  understand  what  is  going  on  in  Sara- 
jevo. We  get  visual  images,  Mr.  Chairman,  so  that  we  can  make 
our  decision,  and  I  am  proposing  in  my  written  testimony  that  we 
create  an  explicit  partnership  that  would  include  the  National  Aer- 
onautics and  Space  Administration's  jet  propulsion  laboratory,  that 
would  include  the  National  Reconnaissance  Office. 

I  have  been  an  advocate  and  believe  that  we  need  to  allow  the 
private  sector  companies  that  are  providing  imaging  to  us  to  sell 
those  one-meter  photographs.  I  am  proposing  that  we  include  in 
that  partnership  the  Census  Bureau  and  the  U.S.  Archives  so  that 
we  can  have  a  team  of  people,  Mr.  Chairman,  that  can  organize  in- 
formation in  visual  form  as  well  as  textual  form  and  make  it  avail- 
able to  American  citizens. 

Mr.  Chairman,  this  last  point  I  can  emphasize  enough.  I  believe 
it  is  going  to  become  increasingly  difficult  for  citizens  to  make  deci- 
sions. I  am  not  proposing  that  Government  organize  this  thing  to 
the  exclusion  of  the  private  sector.  Indeed,  I  think  it  is  possible  for 
the  private  sector  to  enhance  these  images  and  enhance  this  infor- 
mation and  resell  it  in  very  attractive  forms  as  well. 

Mr.  Chairman,  I  would  end  with  what  I  said  at  the  beginning. 
First  of  all,  I  don't  see  technology  and  communications  technology 
itself  as  the  answer  to  all  of  our  dreams.  It  is  a  means  to  an  end, 
Mr.  Chairman,  and  not  an  end  in  itself. 

When  I  look  at  the  problems  of  America,  the  problems  of  crime 
or  violence  or  deteriorating  families,  I  do  not  believe  they  will  be 
solved  with  more  technology.  The  missing  ingredient,  Mr.  Chair- 
man, is  not  a  microprocessor.  However,  Mr.  Chairman,  I  do  see 
these  technologies  as  the  answer  to  the  problems  of  low  productiv- 
ity and  wages,  too  few  new  jobs,  schools  that  are  becoming  irrele- 
vant, and  a  democracy  becoming  more  difficult  to  make  work.  If  we 
make  the  right  moves,  Mr.  Chairman,  with  your  leadership,  we  can 
make  progress  in  all  three  areas. 

I  end  as  I  began  as  well,  Mr.  Chairman,  by  declaring  my  undying 
admiration  and  respect  for  the  energy  that  you  bring  to  the  job  of 
oversight.  You  have  saved  an  awful  lot  of  money  and  you  have 
saved  an  awful  lot  of  lives  and  we  can  never  repay  you  for  it. 

Thank  you. 
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[The  prepared  statement  of  Senator  Kerrey  follows:] 

Prepared  Statement  of  Hon.  J.  Robert  Kerrey 

Mr.  Chairman,  I  thank  you  for  allowing  me  to  testify. 

I  also  want  to  thank  you  for  your  vigilant,  tireless,  and  fearless  work  on  behalf 
of  the  American  consumer.  You  have  saved  us  more  than  money,  Mr.  Chairman,  you 
have  also  saved  lives.  Those  who  are  used  to  being  able  to  buy  silence  with  cam- 
paign contributions  will  be  glad  to  see  you  gone  in  1995.  I  for  one  will  miss  you 
terribly,  and  cannot  imagine  anyone  filling  your  shoes. 

I  am  here  this  morning  to  offer  my  observations  about  the  proposed  TCI-Bell  At- 
lantic merger  and  to  suggest  how  we  should  regulate  the  communication  industries. 
I  am  here  because  I  believe  some  of  the  most  important  concerns  and  aspirations 
of  the  American  people  hang  in  the  balance  of  what  we  do. 

The  revolutionary  changes  which  have  and  will  occur  in  the  enabling  technologies 
of  these  two  businesses  will  create  for  the  American  people  and  the  world  a  series 
of  good  news-bad  news  events.  The  good  news  is  that  these  technologies  will  create 
millions  of  new  jobs  for  people  who  nave  acqviired  the  skills  of  the  new  media.  The 
bad  news  is  that  millions  of  jobs  will  be  lost  as  software  replaces  workers  and  as 
obsolete  products  disappear  with  startling  speed. 

The  good  news  is  that  we  will  be  given  a  tool  which  enables  us  to  communicate 
with  one  another  quickly,  cheaply,  and  in  ways  which  could  enrich  our  culture, 
deepen  our  respect  for  the  powers  of  the  Almighty  to  create  and  destroy.  The  bad 
news  is  the  potential  for  invasion  of  privacy  and  the  trivialization  or  vulgarization 
of  our  culture,  politics,  and  humanity. 

The  good  news  is  that  democratic  power  in  business,  politics,  and  our  social  life 
could  become  more  distributed  to  the  people.  The  bad  news  could  come  in  the  form 
of  monopolies — either  imposed  by  government  or  allowed  by  neglect — which  could 
strangle  the  individual  impulse  to  create  and  express. 

The  good  news  is  that  these  technologies  could  change  our  lives  for  the  better. 
The  bad  news  is  that  they  could — if  we  do  not  apply  values  that  satisfy  our  highest 
aspirations — add  fuel  to  the  fire  of  violence  that  is  threatening  the  American  family 
and  the  American  way  of  life. 

Borrowing  from  an  observation  made  by  Mr.  Neil  Postman,  when  I  look  about 
America  and  make  a  list  of  good  news  and  bad  news,  the  good  news  is  seldom  a 
consequence  of  technology  alone  and  the  bad  news  is  never  a  result  of  a  shortage 
of  technology.  If  there  is  something  missing  today  in  America,  it  is  not  a  new  gen- 
eration of  whiz-bang  toys,  personal  data  assistants,  modems,  or  fiber  optics.  The 
missing  ingredient  is  the  need  to  belong,  to  feel  some  dignity,  to  feel  some  purpose 
in  life,  and  to  feel  that  our  individual  power  to  do  something  good  is  aUve  and  well. 

One  of  the  most  important  conditions  that  adds  to  an  individual's  sense  of  dignity 
and  respect  is  having  a  job.  A  job,  Mr.  Chairman,  can  cure  a  lot  of  ills.  It  can  change 
a  life  from  desperation  to  optimism. 

Jobs  are  at  stake,  Mr.  Chairman.  Our  regulatory  response  to  this  proposed  merger 
will  have  a  profound  impact  on  the  lives  of  our  youth  who  are  searching  for  work 
and  our  middle  aged  workers  who  may  be  among  the  2  million  Americans  who  get 
a  pink  slip  every  year. 

Jobs  must  be  issue  number  one.  Millions  of  new  American  jobs  will  be  created  as 
new  products  and  services  are  sold  to  American  and  world  consumers.  We  must  take 
care  not  to  allow  the  headline  stories  that  describe  telephone  companies  downsizing 
their  workforce  in  order  to  prepare  themselves  to  compete  to  eclipse  the  news  of 
rapid  growth  of  jobs  in  the  hardware,  software,  and  infrastructure  industries. 

The  telephone  company  executives  that  are  cutting  their  work  forces  are  also  de- 
ciding to  purchase  an  estimated  $150  billion  of  capital  improvements  over  the  next 
five  years.  $150  billion  in  checks  will  be  written  to  businesses  that  will  be  hiring 
to  fill  these  new  orders.  A  lot  of  new  jobs  to  replace  those  we  are  losing. 

The  multimedia  alliances  being  formed  in  tne  1990's  have  stimulated  private  in- 
vestment in  our  nation's  telecommunications  networks.  The  primary  beneficiary  of 
this  activity  has  been  the  U.S.  economy. 

Business  Week  reports  that,  from  1994-1998,  the  Regional  Bell  Operating  Compa- 
nies (RBOC's)  will  expend  an  estimated  $50  billion  above  the  baseUne  rate  of  the 
previous  two  years  ($100  billion)  for  capital  improvements  and  infrastructure.  For 
example.  Pacific  Telesis  Group  reports  that  it  will  spend  $16  billion  over  seven  years 
for  a  high-speed  fiber  optic  transmission  system — an  increase  in  the  company's  cap- 
ital spending  of  26  percent.  Bell  Atlantic  has  announced  that  it  will  invest  $15  bil- 
lion, if  the  Bell  Atlantic-Tele-Communications,  Inc.,  merger  is  approved. 

Thus,  the  economic  growth  generated  by  private  investment  in  the  Information 
Superhighway  could  equad  or  surpass  similar  spending  booms  on  the  interstate 
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highways  in  the  1960's  ($38  billion),  or  the  commercial  real  estate  market  in  the 
1980's  ($53  billion).  Columbia  University  economist  Eli  Noam  calls  this  behavior  "an 
acceleration  of  an  investment  cycle." 

Industry  observers  anticipate  that  the  impact  of  higher  telecommunications  in- 
vestment rates  will  have  a  powerful  multiplier  effect  on  our  economy,  since  they  will 
result  in  increased  productivity,  real  income,  consumption,  and  resultant  employ- 
ment. 

The  phenomenon  of  investment  in  upgrading  telecommunications  networks  and 
deploying  fiber  optic  cable  that  appears  to  have  accompanied  the  formation  of 
broadband  cable/telco  business  arrangements  may  well  be  the  largest  infrastructure 
spending  in  the  history  of  the  telecommunications  industry.  Such  capital  spending 
will  increase  opportunities  and  promote  jobs.  The  President's  stimulus  package  was 
modest  compared  with  infrastructure  investment  of  this  magnitude. 

If  we  want  to  accelerate  this  economic  trend  I  believe  we  should  tear  up  the  old 
regulatory  rules  and  that  we  should  do  so  quickly.  We  can  afford  neither  the  friction 
of  the  old  system  nor  the  lost  opportunity  of  unnecessary  delay.  Both  will  slow  the 
pace  and  scope  of  the  flow  of  private  capital  and  the  size  of  our  economic  expansion. 

In  addition  to  jobs,  Mr.  Chairman,  there  are  two  other  priority  concerns  of  the 
American  people  hanging  in  the  bsdance  of  our  decision.  The  first  is  the  individual 
need  to  learn.  Our  schools  will  be  lefl  out  of  this  information  surge  if  we  do  not 
develop  a  special  strategy  to  deal  with  their  needs. 

The  second  is  the  collective  desire  to  make  self-government  work.  As  you  know 
from  your  service  on  the  Senate  Select  Committee  on  IntelUgence,  we  spend  tens 
of  billions  of  dollars  collecting  information  about  the  world.  You  also  know  from  your 
efforts  to  make  our  Intelligence  spending  public  that  an  informed  citizenry  is  still 
the  best  check  against  the  policy  mistakes  made  because  too  few  people  knew  or  un- 
derstood what  was  going  on. 

To  respond  to  the  first  concern — the  desire  for  jobs — we  should  allow  open  com- 
petition for  all  telecommunications  services  directly  to  the  home,  the  school,  and 
business.  This  means  that  end  users  would  have  the  competitive  option  of  choosing 
between  a  wide  variety  of  services  being  offered  by  a  host  of  information  companies. 

Given  the  complexity  of  the  technology  and  the  confounding  consequence  of 
change  (which  have  overrun  our  capacity  to  understand),  deciding  what  federal  pol- 
icy to  put  in  place  is  a  daunting  task.  Mr.  Chairman,  since  I  know  it  is  your  desire 
to  reach  the  right  decision  rather  than  either  the  politically  popular  or  the  finan- 
cially attractive,  allow  me  to  respectfully  suggest  a  simple  approach  which  leads  to 
a  very  simple  conclusion. 

The  approach  is  to  put  yovu-self  in  the  shoes  of  the  American  consumer  and  ask 
yourself:  What  do  I  want  and  how  do  I  get  what  I  want?  In  the  old  technological 
world — the  I  still  occupy  for  just  a  little  while  longer — this  was  my  list  of  needs  and 
my  strategy  for  getting  those  needs  satisfied: 

•  I  want  my  phone  to  work  so  I  vote  for  regulators  who  promise  to  keep  the  price 
as  low  as  possible. 

•  I  want  a  clear  picture  on  my  television  set  so  I  vote  for  regulators  who  promise 
to  keep  my  cable  rates  as  low  as  possible. 

•  I  want  a  mix  of  news  and  entertainment  on  my  radio  and  TV  so  I  ask  Federad 
regulators  to  monitor  the  hourly  content  of  the  broadcast. 

•  I  want  my  newspaper  delivered  before  I  eat  breakfast  so  I  pray  the  newsprint 
monopoly  is  concerned  enough  about  me  seeing  print  ads  to  get  that  done. 

•  I  want  my  mail  waiting  when  I  come  home  at  night  so  I  give  my  postman  a 
Christmas  present  every  year. 

•  I  like  to  read,  so  I  shop  for  my  books  in  a  bookstore  that  serves  coffee  and  al- 
lows me  to  read  awhile.  My  music  tastes  are  eclectic  so  I  shop  at  a  store  where 
every  other  customer  looks  like  a  classmate  of  my  son  or  daughter.  I  don't  rent 
video  tapes  but  my  account  at  Blockbuster  is  healthy  because  like  many  Amer- 
ican children  mine  check  out  more  movies  than  books  from  the  public  library. 

In  the  new  world  all  of  these  kinds  of  information — dial  tone,  video  and  sound  sig- 
nals, postal  service  and  publishing — can  be  converted  into  a  pile  of  digital  I's  and 
O's  indistinguishable  one  from  the  other,  I  would  prefer  to  shop  for  my  information 
services  as  I  do  my  books  and  music.  Rather  than  being  told  what  I  am  allowed 
to  buy  I  want  to  be  in  control  of  that  decision. 

In  the  new  world  the  consumer  should  not — if  we  regulate  to  ensure  competition 
rather  than  worrying  about  LATA's,  consent  decrees  or  cross  ownership — ^buy  any 
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information  on  a  take  it  or  leave  it  basis.  In  the  new  world  of  regulation  we  should 
shift  power  away  from  regulators  into  the  hands  of  the  consumer. 

This  can  only  be  achieved  if  we  agree  that  the  old  world  technologies  of  telephone, 
television,  radio,  pubUshing,  and  video  have  been  shattered  by  the  blows  of  the  new 
kids  on  the  block:  computers  and  fiber  optic  technology.  Prior  to  the  development 
of  the  computer  and  fiber-optics  the  old  technologies  were  easily  and  naturally  di- 
vided. Voice  was  csirried  over  the  phone  lines,  radio  and  television  signals  through 
the  air  and  text  on  paper.  Before  the  advent  of  computer  and  fiber-optic  technology, 
it  made  sense  to  divide  our  regulatory  effort  into  common  carrier,  broadcast  and  re- 
lated ownership  issues. 

There  are  those  who  see  telephone  and  cable  technologies  converging  and  fear 
that  it  will  create  unfair  competition,  or  unfair  pricing.  We  must  understand  that 
the  merger  of  telephone  companies  and  cable  television  companies  is  a  marriage  of 
technologies  bom  of  science.  Their  conveigence  is  inevitable.  What  we  must  do  is 
see  that  those  who  provide  this  combined  technology  and  the  services  associated 
with  it  compete  fairly  and  aggressively. 

In  the  new  world  I  do  not  have  to  give  anyone  a  monopoly  in  order  to  maintain 
quality  of  service.  If  the  seller  knows  that  I  can  walk — as  sellers  do  in  a  competitive 
environment — they  either  supply  what  I  want,  when  I  want  it,  at  the  price  I  am 
willing  to  pay  or  I  take  my  business  elsewhere. 

The  test  we  should  use  to  decide  if  our  regulatoir  scheme  is  right  is  to  ask  if  the 
consumer  can  tell  the  seller,  "This  is  what  I  want  ,  as  opposed  to  being  told,  "This 
is  what  we  are  going  to  allow  you  to  have".  If  the  communication  businesses  are 
intensely  centered  on  the  consixmer  first  rather  than  the  regulator  first,  then  we 
have  the  rules  just  right. 

It  is  in  the  interest  of  the  U.S.  consumer  and  the  U.S.  economy  to  have  ferocious 
competition.  The  argument  and  necessity  for  natural  monopolies  are  no  longer  valid. 
In  practice  monopolies  give  us  less  of  what  we  want. 

Following  the  nose  of  the  consumer  leads  you  away  from  the  fancy  schemes  and 

{)roposals  which  are  most  Likely  invitations  to  protect  the  status  quo  anjrway.  Fol- 
owing  the  consumer's  nose  leads  me  to  a  simple  conclusion:  Erase  the  sixty  year 
old  regulatory  slate  and  then  instruct — with  legislation  and  fiinding  if  needed — the 
Federal  Communications  Commission  and  the  anti-trust  division  of  Justice — to 
phase  out  the  monopolies  and  bring  on  the  competition. 

If  we  see  the  investment  boom  as  a  harbinger  of  things  to  come  and  radically  and 
quickly  alter  our  regulatory  strategy  AND  if  we  do  not  ignore  the  urgent  need  to 
increase  the  skill  levels  of  American  workers  needed  to  handle  these  new  tools,  we 
will  watch  with  pride  as  the  private  sector  creates  the  millions  of  jobs  Americans 
want  and  need.  Of  this  I  am  very  confident. 

However,  Mr.  Chairman,  creating  jobs  in  the  information  industries  will  be  the 
easiest  of  the  three  goals  I  have  listed.  In  the  worse  case  we  over  regulate  and  slow 
the  expansion.  Even  if  we  do  it  wrong  we  won't  stop  the  tide.  We  may  waste  a  lot 
of  tax  payers  money  and  an  unfortunate  slice  of  the  market,  but  the  job  juggernaut 
in  information  will  proceed. 

Applying  these  technologies  in  our  schools  and  homes  for  the  purpose  of  making 
learning  faster,  better  and  cheaper  will  require  much  more  imagination  and  political 
risk  taking.  Equally  difficult  and  demanding  of  vision  will  be  the  crucial  goal  of 
helping  citizens  become  informed. 

In  the  interest  of  time  I  will  merely  sketch  the  outline  of  an  action  agenda  for 
each.  In  education  we  need: 

1)  Infrastructure. — ^We  should  amend  the  Communications  Act  of  1934  as 
soon  as  possible  establishing  a  new  regulatory  goal  for  the  F.C.C.  and  the 
States'  Public  Service  and  Utility  Commissions:  Dedicated  data  access  (wired 
or  wireless)  to  every  class  room  in  America  by  the  start  of  the  school  year 
in  1995. 

2)  Training. — We  should  provide  federal  matching  grants  to  states  willing  to  es- 
tablish year  round  training  centers  for  teachers  and  parents.  The  new  media 
requires  new  skills  at  school  and  in  the  home. 

3)  Equipment. — ^The  cost  of  hardware  and  software  will  remain  beyond  the 
reach  of  most  school  boards  so  long  as  we  expect  property  taxes  or  state  sales/ 
income  taxes  to  buy  what  parents  can't  afford.  Even  the  falling  prices  of  a 
competitive  market  will  not  enable  schools  to  make  the  leap  into  the  informa- 
tion age.  Perhaps  we  should  use  the  money  from  the  sale  of  the  bandwidth 
auctions  the  F.C.C.  will  be  holding  in  1994  to  create  a  fund  for  the  purchase 
of  school  based  hardware  and  software. 
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4)  Demonstrations  in  Curriculum-Based  Education. — New  media  is  of  little 
value  unless  it  is  incorporated  into  the  work  of  schools.  Federal  money  could 
leverage  a  lot  of  State  and  private  sector  money  to  encourage  tests  of  various 
applications  at  the  local  level.  The  idea  is  to  use  communication  technology 
to  tie  the  school,  the  home,  and  outside  resources  together  into  a  single  cur- 
riculum centered  learning  unit. 

The  idea  is  to  imagining  a  different  kind  of  learning  system  than  the  one  we  have 
used  prior  to  the  information  age. 

Helping  our  citizens  to  make  informed  decisions  will  also  necessitate  imagining 
things  differently.  In  my  view  we  should  create  a  partnership  composed  of  the  U.S. 
Census,  U.S.  Archives,  the  Jet  Propulsion  Laboratory  of  NASA  and  the  National  Re- 
connaissance Office.  We  shovdd  direct  this  partnership  to  focus  its  attention  to  250 
miUion  citizen-customers  in  95  million  American  homes. 

Mr.  Chairman,  you  know  the  kind  of  one  meter  images  the  NRO  could  produce 
with  our  remote  sensing  devices.  Let  the  private  sector  contractors  do  the  work,  but 
declassify  the  product  so  it  can  be  commercially  available.  Have  JPL  process  these 
images  into  three  dimensional  motion  pictiires  which  would  be  a  powerful  and  excit- 
ing platform  on  which  to  present  the  information  contained  in  the  Archives  and  the 
Census. 

As  I  said  at  the  beginning  of  this  testimony,  I  do  not  see  communication  tech- 
nology as  the  answer  to  oiir  dreams.  It  is  a  means  to  an  end  and  not  the  end  in 
itself  When  I  look  at  the  problems  of  America — crime,  violence,  deteriorating  fami- 
lies— I  do  not  beUeve  they  will  be  solved  with  more  technology.  The  missing  ingredi- 
ent is  not  a  microprocessor. 

However,  I  do  see  communication  technologies  as  the  answer  to  the  problems  of 
low  productivity  and  wages,  too  few  new  jobs,  schools  that  are  becoming  irrelevant, 
and  a  democracy  becoming  more  difficult  to  make  work.  If  we  make  the  right  moves, 
we  coxild  make  progress  in  all  three  areas. 

Mr.  Chairman,  I  will  end  as  I  began  by  declaring  my  undying  admiration  and  re- 
spect for  the  energy  you  bring  to  the  job  of  protecting  the  needs  of  the  consumer. 
If  you  will  follow  this  trail  I  have  no  doubt  you  will  reach  the  right  conclusion. 

Senator  Metzenbaum.  Thank  you  very  much,  Senator  Kerrey, 
for  a  very  thought-provoking  presentation,  and  certainly  ideas  with 
which  I  have  very  Httle  disagreement.  I  liked  your  emphasis  on  the 
whole  point  of  a  maximum  amount  of  choice  for  consumers  and  the 
other  suggestions  you  made  with  respect  to  making  governmental 
information  available  to  the  American  people.  I  think  that,  as 
usual,  you  have  given  a  very  thought-provoking  presentation  and 
I  look  forward  to  working  with  you  as  we  go  down  the  path  on  this 
subject. 

I  have  just  a  couple  of  questions,  if  you  don't  mind.  I  don't  be- 
lieve that  regulators,  and  I  think  you  agree,  are  in  a  position  to 
promote  competition  and  protect  consumers  through  their  oversight 
of  huge  corporations  with  monopoly  power  in  a  dynamic  market 
like  telecommunications.  Do  you  agree  that  full  application  of  the 
antitrust  laws  is  essential  to  prevent  monopolistic  practices  in  tele- 
communications? 

Senator  Kerrey.  Yes,  I  do,  Mr.  Chairman,  but  I  also  make  it 
clear  that  if  we  create  a  monopoly,  we  should  not  be  surprised 
when  a  business  behaves  as  a  monopoly.  So,  if  our  regulation  cre- 
ates a  monopoly  in  the  first  place,  it  is  going  to  get  a  bit  confusing 
for  the  private  sector  if  we  then  respond  to  a  monopoly  that  we 
have  created  and  say  that  you  are  behaving  like  a  monopoly. 

I  believe  that  not  only  is  it  possible,  but  it  is  desirable  for  these 
corporations  that  appear  large  to  actually  appear  relatively  small, 
given  the  intemation£il  competition,  and  I  think  it  is  entirely  pos- 
sible and  desirable  as  well  for  all  of  these  corporations  to  be  com- 
peting for  a  new  generation  of  information  services  that  I  as  a 
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consumer  want  to  buy  now.  I  can't  emphasize  this  enough,  Mr. 
Chairman. 

I  recently  toured  a  faciUty  that  is  operated  by  the  regional  Bell 
operating  company  in  our  area,  US  West,  that  has  been  very  en- 
lightened and  very  helpful  in  a  variety  of  things  that  we  have  been 
doing  particularly  in  our  schools.  But  at  the  education  center  where 
they  are  trying  to  train  their  people  to  acquire  these  new  skills,  it 
is  very  difficult,  Mr.  Chairman,  for  this  to  be  done. 

One  of  the  individuals  who  was  terrific  on  the  job  kept  sa3dng, 
and  then  correcting  himself — he  kept  saying,  we  are  going  to  let 
our  customers  have  this.  That  is  the  old  world,  Mr.  Chairman, 
where  the  regulated  monopoly  could  say  and  ask  themselves  the 
question,  am  I  going  to  let  my  customers  have  this  service.  In  the 
new  world,  Mr.  Chairman,  if  we  regulate  properly,  the  power  to  de- 
termine whether  or  not  that  service  is  available  should  be  in  the 
hands  of  the  consumer.  If  I  want  to  buy  it,  I  should  be  allowed  to 
buy  it. 

So  I  say  with  great  respect  I  think  that,  in  fact,  the  focus  should 
be  on  antitrust,  but  the  test  of  antitrust  is  not  do  I  have  x  percent 
of  market  share,  but  do  I  as  a  consumer  have  choice,  do  I  have  the 
option  to  shop  as  8  I  do  for  books,  as  I  do  for  music,  as  I  do  for 
other  information,  right  in  my  home.  If  I  have  that  option — and  it 
should  be  a  relatively  easy  test  for  us  to  determine  and  set  in 
place,  Mr.  Chairman — if  I  have  that  option,  then  I  think  I  have 
passed  the  grade. 

Senator  Metzenbaum.  I  would  agree  with  you,  and  I  would  re- 
spond that  I  think  finding  that  competition  in  the  marketplace  is 
going  to  be  easier  to  say  than  to  find. 

Senator  Kerrey.  I  quite  agi-ee.  It  is  going  to  be  very  confusing. 
You  referenced  AT&T  being  nervous  about  this  merger  because 
they  wondered  about  competition.  I  mean,  that  takes  some  getting 
used  to,  to  hear  AT&T  now  say,  well,  we  are  concerned  about  want- 
ing to  preserve  competition  in  the  marketplace.  They  are  just  get- 
ting used  to  competition  themselves,  Mr.  Chairman.  They  are  en- 
joying and  learning  the  benefits  of  competition  for  the  first  time  in 
the  last  10  years. 

Senator  Metzenbaum.  Given  the  importance  of  telecommuni- 
cations to  future  economic  growth,  do  you  agree  with  me  that  it  is 
particularly  important  for  the  Department  of  Justice  and  the  FTC 
to  screen  telecommunications  mergers  carefully  and  methodically, 
and  maybe  with  a  special  core  of  experts  to  ensure  the  market  does 
not  become  increasingly  concentrated  and  thereby  preclude  the  op- 
portunity for  the  consumer  to  have  some  choice? 

Senator  Kerrey.  Well,  I  get  nervous  with  any  representation 
that  begins  with  "includes  a  special  core  of  experts."  I  mean,  I  don't 
know  who  the  experts  are,  Mr.  Chairman.  I  can  tell  you  when  I 
have  got  competition,  I  can  tell  you  when  I  have  got  choice,  and 
I  don't  need  any  expert  to  tell  me.  I  don't  need  a  Nobel  laureate 
in  economics.  I  don  t  need  some  Nobel  laureate  in  engineering.  I 
don't  need  some  trial  lawyer  with  great  experience.  I  mean,  I  know 
when  I  have  got  choice.  I  know  when  I  can  shop. 

I  know  when  the  pressure  is  on,  the  individual  who  is  selling  me 
something  gives  me  the  price  that  I  want,  gives  me  the  product 
that  I  want.  Otherwise,  I  will  go  some  place  else.  That,  Mr.  Chair- 
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man,  it  seems  to  me,  is  the  test.  I  think  that  we  will  make  a  ter- 
rible mistake  if  we  sit  in  Washington,  DC — and  you  and  I  have 
been  in  business  before,  but  we  are  not  in  business  now — if  we  sit 
in  Washington,  DC,  trying  to  decide  what  is  and  what  isn't  com- 
petition in  some  artificial  way,  I  think  we  will  make  a  mistake.  Far 
better,  Mr.  Chairman,  to  get  in  that  household  and  ask  yourself  the 
question,  is  this  a  household  that  has  information  choice. 

Senator  Metzenbaum.  Well,  I  agree  with  what  you  are  saying 
that  you  shouldn't  do  it  with  a  group  of  experts,  but  the  fact  is  that 
it  may  become  a  fait  accompli,  an  accomplished  fact,  and  by  that 
time  when  the  consumer  wakes  up  finding  that  he  or  she  has  no 
real  choice,  there  isn't  really  much  that  we  in  Government  or  any- 
body can  do  at  that  point.  As  I  see  the  possibility  of  this  develop- 
ment, right  now  you  don't  have  choice  on  cable.  You  have  choice 
about  some  optional  programs. 

Senator  KERREY.  Mr.  Chairman,  we  are  regulating  in  an  intense 
way  both  the  cable  companies  and  the  other  common  carriers.  The 
most  choice  that  I  have  today  in  information,  the  greatest  variety 
and  the  most  choice  that  I  have  today  is  in  the  nonregulated  areas. 

I  shouldn't  mention,  but  I  will,  that  I  shop  at  Best  Buy  for  my 
hardware  and  software.  I  could  go  to  other  computer  stores  as  well. 
The  competition  in  those  stores  in  ferocious,  and  the  variety  that 
I  am  presented  as  a  consequence  of  that  competition  is  exciting. 
The  price  points  are  coming  down,  the  quality  is  coming  up,  the  ca- 
pacity is  improving.  It  is  occurring  as  a  consequence  of  competition. 
I  mean,  I  walk  in  that  store  and  I  see  competition. 

I  sit  in  my  home  and  try  to  decide  where  I  am  going  to  buy  my 
phone  service  and  I  know  there  is  no  competition.  When  I  order 
cable,  there  is  no  competition.  When  I  am  buying  dial  tone  and 
video  service  today,  there  is  not  competition,  and  what  I  am  sug- 
gesting to  you,  Mr.  Chairman,  is  that  it  should  be  relatively  easy 
and  not  require  us  necessarily  to  have  a  great  panel  of  experts;  it 
should  be  relatively  easy  to  figure  this  one  out. 

Senator  Metzenbaum.  That  is  the  thrust  of  this  hearing  because 
we  are  concerned  the  Bell  companies  which  are  in  a  position  to  be- 
come competitors  in  the  cable  industry,  and  the  cable  companies 
which  are  in  a  position  to  become  competitors  in  the  telephone  in- 
dustry, are  in  the  process  at  a  rate  and  pace  unheard  of  before  to 
put  their  operations  together  and  thereby  eliminate  the  very  com- 
petition about  which  you  are  speaking.  I  think  you  have  hit  the 
nail  right  on  the  head  there,  and  I  don't  see  how  we  can  get  to  that 
point  where  you  maintain  that  competition  unless  there  are  some 
walls  set  by  Government  saying  you  can't  do  this,  we  aren't  going 
to  let  certain  companies  buy  other  companies. 

Senator  Kerrey.  We  have  a  regulated  monopoly  today  and  we 
have  a  regulation  structure  with  an  objective,  Mr.  Chairman,  that 
I  would  suggest  respectfully  is  outdated. 

Senator  Metzenbaum.  Is  what? 

Senator  Kerrey.  Outdated.  We  are  still  regulating  according  to 
a  standard  that  was  set  in  1934  to  achieve  universal  dial  tone.  Dial 
tone  is  an  outdated  technology.  If  you  want  to  regulate  to  achieve 
universality  of  something,  regulate  to  achieve  universality  of  run- 
ning water  in  homes  because  there  are  more  homes  with  tele- 
phones and  television  sets  today  than  have  running  water. 
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I  mean,  it  doesn't  seem  to  me,  Mr.  Chairman,  that  once  we  have 
accomplished  the  objective,  particularly  given  the  changed  nature 
of  the  technology,  that  we  ought,  on  the  one  hand,  to  say  that  we 
are  going  to  maintain  a  regulation  that  preserves  a  monopoly  and 
then  on  the  other  hand  get  upset  when  we  see  monopolies  being 
formed. 

I  mean,  I  really  think,  Mr.  Chairman,  that  the  less  we  worry 
about  the  size  and  the  market  share  and  the  more  we  just  walk 
into  that  home  and  say,  does  this  consumer  have  choice,  is  this 
consumer  able  to  put  pressure  on  the  providers  because  they  have 
choice  to  provide  higher  quality  and  lower  cost  services — Mr.  Chair- 
man, I  really  believe  honestly  that  if  we  let  the  consumer  power 
determine,  with  oversight — I  am  not  suggesting  that  we  not  have 
oversight.  I  am  not  suggesting  that  either  the  FTC  or  the  FCC  or 
Antitrust  at  Justice  go  to  sleep.  They  can  stay  alert  to  complaints 
that  competition  doesn't  exist.  They  can  stay  alert  to  complaints 
that  consumers  don't  have  choice. 

We  are  a  ways  away,  Mr.  Chairman,  it  seems  to  me,  from  being 
in  an  environment  where  we  can  safely  say  that  competition  is 
there.  I  understand  that  there  are  regulated  monopolies  that  have 
a  huge  amount  of  market  share  right  now  and  we  have  got  to  be 
careful  as  we  transition.  I  am  just  suggesting,  and  respectfully, 
that  the  less  we  can  set  up  arbitrary,  inside-the-Beltway,  expert- 
based  grids  that  determine  whether  or  not  we  are  doing  our  jobs, 
and  the  more  we  can  rely  on  that  individual  consumer,  I  think  the 
more  likely  that  we  will  have  a  regulated  environment  that  gets 
the  job  done. 

Senator  Metzenbaum.  I  think,  in  concept,  I  understand  what 
you  are  saying,  but  I  would  say  if  you  think  that  the  consumer, 
after  the  fact,  would  have  any  recourse  to  go  to  the  Antitrust  Divi- 
sion or  the  FTC  and  get  some  help  because  he  or  she  doesn't  have 
a  competitive  choice,  that  is  unrealistic. 

Senator  Kerrey.  Well,  let  me  say,  Mr.  Chairman,  I  want  to  be 
clear  on  this.  Let  us  say  the  consumer  says  to  me,  what  I  want  to 
have  is  unlimited  subsidized  telephone  service  for  my  teenagers  so 
that  they  can  talk  4  or  5  hours  a  day  and  I  can  pay  the  lowest 
price.  At  some  point,  we  do  have  to  say  that  I  cannot  regulate  to 
provide  you  costs  that  have  no  connection  with  what  it  costs  to 
produce. 

I  am  merely  observing,  Mr.  Chairman,  that  if  we  get  into  the 
game  of  trying  to  allocate  market  share  and  if  we  get  into  the 
game,  indeed,  of  trying  to  prevent  competition  where  competition 
is  naturally  trying  to  occur,  I  think  we  won't  serve  the  consumers 
very  well  at  all.  I  say  again  for  emphasis,  having  a  strong  Antitrust 
Division  at  Justice,  having  strong  efforts  at  FTC,  and  having 
strong  efforts  at  the  FCC  to  make  sure  that  competition  is  there 
in  place — I  don't  object  to  any  of  that. 

Senator  Metzenbaum.  Thank  you. 

Senator  Thurmond,  any  questions? 

Senator  Thurmond.  Thank  you,  Mr.  Chairman.  Senator  Kerrey, 
we  are  glad  to  have  you  with  us.  Senator  Kerrey,  do  you  believe 
that  the  benefits  which  are  asserted  in  support  of  the  TCI-Bell  At- 
lantic merger  would  occur  as  quickly  in  the  absence  of  the  merger? 

Senator  Kerrey.  No. 
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Senator  Thurmond.  Senator  Kerrey 

Senator  Kerrey.  Do  you  want  a  longer  answer,  Senator  Thur- 
mond? I  don't  want  to  disappoint  you  with  a  single  word. 

Senator  Thurmond.  Frankly,  I  like  short  answers.  [Laughter.] 

Then  you  don't  quibble. 

Senator  if  there  is  enough  competition  in  the  future,  will  less  reg- 
ulation be  necessary? 

Senator  Kerrey.  Yes,  less  regulation  will  be  necessary. 

Senator  Thurmond.  No  more  questions. 

Senator  Metzenbaum.  Thank  you  very  much,  Senator  Kerrey. 

Senator  Kerrey.  Thank  you,  Mr.  Chairman,  Senator  Thurmond. 

Senator  METZENBAUM.  I  might  say  parenthetically  that  I  agree 
with  you.  Senator  Thurmond,  that  the  thrust  of  this  hearing  is  not 
to  litigate  antitrust  claims  against  TCI.  That  responsibility  falls  on 
another  arm  of  government.  Our  responsibility  is  to  explore  the 
legal  aspects  from  the  standpoint  of  Congress  and  to  explore  the 
factual  situation  as  well. 

Mr.  John  Malone,  president  and  chief  executive  officer  of  Tele- 
Communications,  Inc.,  we  are  very  happy  to  welcome  you  here  this 
morning. 

STATEMENT  OF  JOHN  C.  MALONE,  PRESIDENT  AND  CfflEF 
EXECUTIVE  OFFICER,  TELE-COMMUNICATIONS,  INC. 

Mr.  Malone.  Thank  you.  Senator,  for  this  opportunity  to  discuss 
with  you  the  current  situation.  I  am  not  particularly  good  at  this, 
so  I  hope  you  indulge  me. 

I  thought  it  would  be  useful  to  review  a  little  history  to  put 
where  TCI  is  today  in  context.  This  is  our  25th  anniversary  as  a 
public  company.  We  started  as  a  small  group  of  entrepreneurs.  We 
had  a  pretty  consistent  vision  through  these  25  years  of  what  we 
wanted  to  do  and  how  we  wanted  to  succeed,  and  there  were  really 
two  elements  to  that. 

One  was  that  by  expanding  viewing  choice  to  customers,  we 
could  gain  subscription.  When  we  started,  there  were  towns  that 
had  either  no  television  at  all  or  one  or  two  channels.  We  built 
microwave  systems  and  brought  in  additional  programming  choice. 
People  liked  that.  That  is  how  the  industry  started.  We  started 
with  six-channel  cable  systems  and  we  could  only  find  three  chan- 
nels. 

We  also,  as  a  founding  theory,  decided  that  we  would  go  for 
growth;  that  we  would,  in  fact,  reinvest  all  available  resources  in 
growth;  that  we  would  pay  low  salaries;  that  we  would  compensate 
our  employees  by  participation  in  the  stock  of  the  company,  and 
that  we  would  not  pay  dividends  on  that  stock.  We  would  just 
grow.  We  thought  we  were  in  a  great  growth  industry  even  back 
then,  and  that  by  paying  attention  to  these  two  fundamental  issues 
we  would  create,  in  effect,  sweat  equity  and  could  build  a  meaning- 
ful company. 

In  the  early  years,  it  was  a  very  tough  struggle.  We  were  faced 
with  programming  largely  controlled  by  very  large  enterprises, 
principally  the  broadcast  networks,  and  they  had  a  lot  of  political 
clout;  we  had  none.  From  time  to  time,  we  were  able  to  get  the  help 
of  government,  frankly,  in  freeing  up  restrictions  and  being  able  to 
add  more  and  more  choice  to  television  viewing. 
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In  order  to  technologically  deliver  these  services,  we  had  to  con- 
tinuously reinvesL  in  technology  and  system  capacity.  So  it  became 
a  very  capital-intensive  industry,  one  that  had  to  be  reinvented 
every  3  or  4  years,  and  we  literally  bootstrapped  ourselves,  adding 
channels,  adding  capacity,  adding  channels,  adding  capacity,  gain- 
ing subscribers  through  a  very  tough  period  in  the  early  1970's. 

In  1972,  the  FCC  essentially  blessed  this  philosophy,  in  fact,  de- 
manding that  the  cable  industry  originate  its  own  programming. 
My  company  actually  went  out  and  made  an  investment  in  a  mar- 
ginal studio  operation  called  Republic  Pictures  because  we  other- 
wise could  not  gain  access  to  any  programming.  Unfortunately, 
that  didn't  turn  out  to  be  a  particularly  successful  investment,  but 
it  did  give  us  access  to  some  old  movies,  some  Westerns,  some  John 
Wayne  movies,  and  so  on,  and  we  started  the  process  of  actually 
originating  our  own  channels  in  1972  and  1973. 

Eventually,  we  succeeded.  We  innovated  technology.  We  contin- 
ued to  stimulate  programming.  As  our  financial  resources  grew,  as 
the  size  of  our  company  grew,  we  were  able  to  essentially  identify 
through  market  research  areas  of  programming  that  the  public  felt 
that  they  were  underserved  in. 

For  instance,  one  of  the  first  investments  we  made  in  program- 
ming was  Black  Entertainment  Television.  We  had  won  franchises 
in  some  metropolitan  areas  and  we  found  that  there  was  no  tar- 
geted programming  aimed  at  the  black  community.  We  financed  an 
entrepreneur  start-up,  and  after,  I  believe,  6  years  of  continuous 
losses  he  finally  broke  even,  and  that  today  is  Black  Entertainment 
Television,  the  public  company.  We  continue  to  own,  I  believe,  16 
percent  of  that  company. 

A  little  while  after  that,  along  came  another  opportunity  to  diver- 
sify programming.  There  was  a  channel  started  called  the  Discov- 
ery Channel  here  in  Washington,  DC.  It  was  backed  by  a  number 
of  venture  capitalists.  It  was  going  bankrupt.  They  came  to  us  for 
financial  assistance.  We  raised  some  capital  for  them  and  they 
were  able  to  survive  and  grow  into  what  is  arguably  one  of  the 
most  popular  channels  in  the  country  today.  It  has  been  a  good  in- 
vestment for  us,  but  it  has  been  an  enormous  investment  for  the 
country,  I  think,  and  it  has  diversified  programming.  It  has  served 
the  public  in  areas  that  commercial  enterprises  were  not  prepared 
or  willing  to  do. 

A  little  while  after  that,  we  had  the  opportunity  to  rescue  Mr. 
Turner,  my  good  friend,  from  financial  ruin.  He  had  overpaid — or 
let  us  put  it  this  way:  he  had  paid  more  than  he  could  afford  to 
pay  for  MGM  and  he  was  on  the  verge  of  having  to  liquidate  his 
company  or  sell  it  to  broadcasting  interests.  We  felt  it  was  far  bet- 
ter for  our  customers  and  our  business  if  we  could  raise  capital  and 
keep  Mr.  Turner  independent.  In  all  honesty,  I  have  known  Mr. 
Turner  for  a  long  while.  Any  indication  that  we  can  control  Ted 
Turner  is — three  wives  have  tried  and  been  unsuccessful.  [Laugh- 
ter.] 

Just  as  silly,  frankly,  is  the  idea  that  we  could  control  Barry 
Diller,  one  of  the  most  gifted  businessmen  that  I  have  ever  met  in 
my  life. 

As  time  has  gone  on,  government  has  seen  a  need  to  adjust  the 
regulatory  rules.  They  did  in  1972,  they  did  it  at  various  sequences. 
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Generally,  the  FCC  has  been  the  point  of  action,  but  Congress 
acted  in  1984  and  many  of  the  difficulties  that  we  had  had  that 
were  headline-raising,  these,  let  us  say,  aggressive  fights  between 
cities  and  cable  operators,  were  put  to  bed  by  the  1984  legislation. 
It  created  a  process  for  franchise  renewal,  a  process  which  has  ac- 
tually worked  quite  well  and  has  prevented  the  kind  of  very  rend- 
ing experiences  that  we  had  gone  through  previously. 

Pursuing  that  strategy  consistently,  reinvesting,  continuing  to  " 
grow,  has  pretty  well  gotten  us  to  be  a  successful  enterprise,  al- 
though we  are  not  highly  profitable  at  this  point.  In  the  last  couple 
of  years,  I  personally  have  thrown  a  lot  of  my  time  and  attention 
into  technology,  which  is  my  first  love,  and  I  was  happy  that  the 
Congress  passed  the  bill  that  allowed  for  joint  industry  R&D  activi- 
ties, which  is  an  extremely  useful  antitrust  exemption  that  allows 
an  industry  to  get  together  and  identify  its  R&D  needs  and,  in  fact, 
develop  technologies. 

As  chairman  of  Cable  Labs,  in  the  last  few  years  I  have  been 
able  to  participate  as  the  cable  industry,  I  think,  has  led  the  charge 
into  digital  technologies  for  video  applications.  Relying  on  a  lot  of 
core  American  strengths  and  technologies,  I  believe  that  we  suc- 
cessfully convinced  the  FCC  to  go  to  a  6  MHz  processed  digital 
high-definition  television  standard.  When  we  look  back  on  that, 
that  is  going  to  turn  out  to  be  a  landmark  decision  by  the  American 
Government  because  it  creates  a  television  standard  that  is  Amer- 
ican, that  represents  conservation  of  spectrum,  and  that  really  rep- 
resents an  explosion  of  choice  and  diversity  in  video  distribution. 

In  the  process  of  working  in  and  around  these  technologies — and 
this  is  really  a  converging  thing.  The  computer  industry,  the  com- 
munications industry,  the  cable  industry  and  the  broadcast  indus- 
try on  a  worldwide  basis  are  converging  because  of  technology,  be- 
cause the  digital  technology  is  now  making  possible  new  things  at 
lower  cost  than  was  ever  dreamed  of  in  the  past. 

These  are  technologies  like  optical  fiber,  micro  circuits  that  we 
are  talking  about,  micro  processors,  very  sophisticated  computer 
software  techniques,  distributed  processing,  systems  engineering 
techniques  that  allow  all  of  these  things  that  we  are  talking  about 
to,  in  effect,  come  into  being.  I  think  the  societal  benefits  of  the  de- 
ployment of  these  technologies  are  enormous  and  I  think  well  wor- 
thy of  a  lot  of  Government  attention. 

Clearly,  job  creation — we  are  talking  about  just  the  physical  con- 
struction of  these  facilities  generating  about  100,000  direct  jobs  for 
at  least  7  years  just  to  get  some  of  this  stuff  built.  It  will  create 
an  enormous  export  industry.  This  is  an  American  technology.  We 
are  way  in  the  lead,  and  the  rest  of  the  world  that  needs  to  up- 
grade its  communications  infrastructure  is  looking  at  this  tech- 
nology as  ideal  for  deployment.  We  have  the  lead;  we  need  to  seize 
that  lead.  This  can  be  an  American  industry  worldwide,  and  once 
we  have  that  industry  in  place,  this  can  create  an  enormous  export 
industry,  a  boom  in  the  exportation  of  intellectual  property — enter- 
tainment programming,  information  programming,  computer  soft- 
ware; a  huge  potential  business  here. 

From  the  consumer's  point  of  view,  this  technology  can  empower 
the  consumer.  It  can  do  exactly  what  Senator  Kerrey  asked  for, 
give  choice.  It  can  make  the  consumer  the  boss,  in  effect.  It  really 
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tears  down  all  of  the  barriers,  all  of  the  limitations  that  we  get  ac- 
cused of  with  our  programming  ownership.  Essentially,  there  will 
be  unlimited  access  to  programming  and  services  in  this  new  archi- 
tecture. The  consumer  is  the  boss.  He  can  pick  anything  he  wants 
really  from  his  local  supplier  or  from  anyone  else. 

It  is  going  to  lead  to  efficiency  in  our  society.  It  will  make  every- 
thing we  do  more  efficient.  The  transportation  of  this  information 
at  these  kinds  of  speeds  will  improve  the  efficiency  of  our  industry. 
It  will  enhance  productivity.  The  services  that  we  talk  about  that 
we  try  and  project  the  demand  for — video  on  demand;  random  ac- 
cess to  any  movie  or  television  show  whenever  you  want  to  see  it; 
video  telephony,  the  ability  to  see  your  grandkids  in  very  high 
quality  at  a  very  affordable  price;  broad-band  telecommunications 
of  all  kinds;  high-speed  faxes,  the  ability  to  send  high-quality  pho- 
tographs in  very  short  order,  which  is  very  important  in  moving 
medical  records  around,  things  of  that  nature;  all  of  the  multimedia 
applications;  interactivity  on  a  client  server  basis.  Instead  of  going 
into  the  yellow  pages  and  calling  a  doctor  at  random,  you  are  going 
to  be  able  to  go  in  and  see  who  you  can  choose  amongst,  what  their 
specialties  are,  and  even  see  a  video  clip  of  the  doctor  explaining 
to  you  their  practice,  their  style  of  medicine,  and  you  get  some 
sense  of  the  personality  of  the  physician.  Those  kinds  of  innova- 
tions are  coming  very  fast. 

Tele-commuting,  the  ability  of  people  to  work  at  home  instead  of 
having  to  commute  to  a  central  location — we  have  a  large 
workforce  now  of  customer  service  reps  that  work  out  of  their 
homes.  It  expands  employment  to  people  who  are  handicapped. 

The  internet  phenomenon,  which  is,  I  know,  a  real  phenome- 
non— we  can  extend  internet  to  the  residences  of  America,  broad- 
band internet  services,  and  that  will  lead  to  an  explosion  of  com- 
puter networking  and  all  of  these  other  activities  we  are  talking 
about. 

PCS,  inexpensive  wireless  communications  bringing  the  power  of 
cellular  telephony  to  the  masses  at  affordable  prices,  is  just  around 
the  corner,  and  all  kinds  of  interactive  television,  not  just  the  kind 
of  fun  stuff,  playing  along  with  "Jeopardy"  for  small  prizes,  but 
being  able  to  react  to  Ross  Perot  when  he  asks  you  if  it  is  a  dumb 
idea  or  not — those  kinds  of  things,  real-time  democracy,  real-time 
feedback,  all  kinds  of  interactivity. 

Probably  the  most  important  for  our  society  long  term  is  edu- 
cation both  in  the  classroom  and  at  home.  These  interactive  tech- 
nologies, I  believe,  will  turn  people  from  couch  potatoes  into  full, 
participating  students,  in  effect,  in  their  homes  and  in  the  class- 
rooms. Parents  will  be  able  to  see  what  homework  their  kids  are 
getting.  They  will  be  able  to  better  support  the  education  of  their 
children.  I  think  that  area  is  really  crucial  for  our  society. 

We  can  deliver  textbooks  at  a  fraction  of  the  cost  to  inner-city 
schools  that  can't  afford  them.  We  can  provide  AP  classes  in  rural 
schools  where  it  would  be  impossible  for  those  schools  to  afford  the 
kind  of  teaching  depth  and  curriculum  otherwise  available. 

I  think  we  can  expect  similar  benefits  in  the  health  care  area. 
We  can  do  remote  diagnosis  of  very  high  quality.  Wherever  you  are 
in  the  country,  if  you  have  an  emergency,  your  health  records  can 
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be  instantaneously  available  to  the  physician  that  serves  you,  and 
we  can  have  high  security  in  your  access  to  the  records. 

Now,  why  do  we  need  the  Bell  Atlantic  deal?  Some  people  think 
we  are  big  and  powerful  and  we  have  all  these  resources.  The  re- 
ality is  we  are  pretty  highly  leveraged  as  a  company.  Yes,  we  are 
growing  fast,  and  eventually  we  can  do  a  lot  of  these  things,  but 
this  opportunity  is  just  too  big  for  TCI  on  our  own  merits. 

For  one  thing,  we  are  entering  a  world  of  giant  competitors.  We 
have  got  revenues  of  less  than  $4  billion  a  year.  AT&T's  revenues 
are  16  times  as  large,  and  as  if  AT&T  isn't  big  enough,  we  have 
got  foreign  telephone  companies,  many  of  them  state-owned,  com- 
peting directly  with  us  both  domestically  here  and  in  international 
markets. 

Senator  Metzenbaum.  How  much  more  time  do  you  need,  Mr. 
Malone? 

Mr.  Malone.  About  2  minutes. 

Senator  Metzenbaum.  Take  5  minutes  if  you  need  it.  I  don't 
want  to  press  you. 

Mr.  Malone,  I  think  it  is  important  to  state  that  the  three 
things  that  TCI  really  lacks  to  pursue  this  future  on  our  own — we 
don't  have  the  political  skills  necessary,  in  all  sincerity.  We  don't 
have  the  financial  depth,  the  depth  of  our  balance  sheet,  to  go  head 
to  head  with  the  size  companies.  Finally,  we  don't  have  the  people 
to  execute  a  telephony  entry  strategy  in  any  real-time  sense.  We 
need  to  rely  on  a  strategic  partner  for  that. 

I  think  this  deal  assures  competition.  I  think  it  assures  that  in 
our  markets  we  will  be  offering  telephony  service — "we"  being  Bell 
Atlantic,  will  be  offering  telephony  services  against  the  incumbent 
telephone  company,  and  they  undoubtedly  will  retaliate  by  offering 
video  services  against  us.  In  the  Bell  Atlantic  markets,  we  will  un- 
doubtedly be  offering  video  services  against  the  incumbent  opera- 
tor, and  they  will  undoubtedly  align  with  other  telephone  compa- 
nies to  provide  telephone  service  against  Bell  Atlantic.  So  we  see 
this  leading  to  an  almost  immediate  duopoly,  if  you  want  to  call  it 
that,  immediate  competition  in  terms  of  the  full  array  of  full-serv- 
ice network  services. 

Finally,  we  understand  this  is  a  massive  activity.  The  conver- 
gence of  communications — computer,  telephone,  cable — is  a  huge 
activity  in  our  society.  We  understand  Government's  concern.  We 
hope  to  work  with  the  Congress  closely  in  satisfying  any  concerns 
that  the  Congress  has  and  structuring  the  relationship  to  accom- 
modate those  concerns. 

We  really  believe  in  competition.  We  believe  we  have  to  become 
competitive.  We  believe  it  is  becoming  a  very  competitive  world.  I 
believe  today  Hughes  launched  the  direct  broadcast  satellite  that 
will  offer  national  broadcast  service  of  all  the  cable  channels  di- 
rectly against  the  incumbent  cable  industry.  So  it  is  getting  very 
competitive,  but  we  have  an  enormous  opportunity  not  only  domes- 
tically, but  internationally,  and  we  are  just  not  big  enough  to  pur- 
sue this  and  that  is  why  we  want  the  alignment  with  Bell  Atlantic. 

[The  prepared  statement  of  Mr.  Malone  follows:] 
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Prepared  Statement  of  Dr.  John  C.  Malone 

Mr.  Chairman,  members  of  the  Subcommittee,  my  name  is  John  Malone.  I  am  the 
President  and  Chief  Executive  Officer  of  Tele-Communications,  Inc.  ("TCI"). 

I  appreciate  the  opportunity  to  come  before  you  this  morning  to  talk  about  our 
company's  merger  with  Bell  Atlantic  and  about  our  vision  of  the  future.  I  regret  that 
I  was  unable  to  join  my  colleague  Ray  Smith  when  he  appeared  before  you  earlier 
this  year.  I  appreciate  the  Subcommittee's  willingness  to  accommodate  my  schedule 
by  giving  me  this  chance  to  come  before  you  today. 

I  would  like  to  discuss  briefly  how  TCI  got  to  where  it  is  today  and  where  it  is 
I  believe  we  are  headed.  I  would  also  like  to  offer  the  Subcommittee  my  views  on 
some  of  the  competition  policy  issues  that  have  been  brought  to  your  attention. 
Then  I  will  attempt  to  answer  your  questions. 

I.  TCI — ^the  growth  and  evolution 

Sparked  by  dramatic  increases  in  the  processing  and  storage  capacity  of  tiny  com- 
puter chips,  an  enormous  revolution  in  the  way  Americans  communicate  with  one 
another  is  now  underway.  Our  children  routinely  will  use  an  array  of  competing 
communications  networks  to  control  thousands  of  video,  data  and  telephone  options 
that  promise  a  richer,  more  productive  and  satisfying  life  for  all.  From  our  childrens' 
perspective,  I  am  certain  the  first  bold  steps  we  are  now  taking  in  optical  fiber,  digi- 
tal television,  video  switching  and  related  technologies  will  be  recognized  as  the 
dawning  of  the  Information  Age. 

This  is  a  revolution  from  within.  The  President  and  Vice  President  of  the  United 
States,  the  latter  with  particular  effectiveness,  have  heralded  its  coming  and  estab- 
hshed  the  information  superhighway  as  a  critical  national  objective.  Leaders  in  Con- 
gress have  pledged  their  support  and  are  now  drafting  the  regulatory  ground  rules 
under  which  it  will  operate. 

The  private  sector  has  responded  by  committing  billions  to  the  construction  of  full 
service  networks  and  services  that  will  appear  on  them.  Companies  such  as  AT&T 
and  McCaw,  USWest  and  Time  Warner,  Southwestern  Bell  and  Cox,  Bell  Canada 
and  Jones  Intercable,  and  Bell  Atlantic  and  my  company  are  organizing  themselves 
to  build  a  new  national  Infostructure  that  will  bring  several  of  them  in  direct  head- 
to-head  competition  with  one  another. 

No  sector  of  our  nation's  economy  holds  more  promise  or  commands  greater  ex- 
citement today  than  the  telecommunications  industry.  Yet,  it  would  be  foolish  for 
any  one  person  or  company  to  take  credit  for  these  developments.  Rather  it  is  the 
working  of  a  free  and  entrepreneurial  marketplace,  where  companies  and  combina- 
tions of  companies  are  rushing  to  be  first,  that  has  made  the  difference. 

Most  of  the  telecommunications  giants  that  are  involved  can  trace  their  lineage 
back  to  the  turn  of  the  century  or  before,  but  our  company  TCI  is  only  25  years 
old  this  year.  Neither  the  Congress,  the  press  nor  many  customers  took  much  notice 
in  1968  when  Bob  Magness,  our  Chairman  and  Founder,  turned  his  back  on  the  cot- 
tonseed business  forever  and  started  TCI.  Few  cared  as  we  flirted  with  insolvency 
for  many  months  before  and  aft^r  my  arrival  as  CEO  of  the  company  in  1972.  Our 
obscurity  was  well-earned  in  those  days  as  we  struggled  long  hours  with  the  fun- 
damentals of  our  business. 

Most  of  those  who  went  through  those  tortured  first  years  with  Bob  and  me  are 
still  with  our  company  today.  Few  recognized  that  the  rough  trails  we  blazed  in 
those  days  would  be  guideposts  for  the  information  superhighway  of  tomorrow. 

However,  I  am  pleased  to  say  the  business  principles  that  guided  us  as  we 
achieved  financial  stability  then  are  the  same  ones  that  guide  us  today,  and  the 
ones  that  will  be  the  foundation  for  the  merged  Bell  Atlantic  and  TCI. 

First,  we  will  continue  to  be  agents  of  change.  For  most  of  us,  television  25  years 
ago  was  three  or  four  local  VHF  broadcast  channels.  Today,  we  have  ten  times  the 
number  of  choices  and,  in  many  cities,  more.  Premium  and  pay-per-view  channels 
provide  additional  markets  for  movie  studios,  and  we  even  have  more  broadcast 
choices,  since  cable  has  extended  the  reach  of  hundreds  of  UHF  broadcast  stations 
making  them  economically  viable. 

The  compressed  digital  systems  we  will  begin  to  deploy  next  year  represent  the 
first  step  in  giving  our  customers  even  more  choice  and  more  control  over  their  tele- 
vision service.  Within  three  years,  we  will  be  deploying  interactive  full  service  net- 
works with  powerful  computing  devices  in  the  home  to  give  customers  random  ac- 
cess to  stored  and  real  time  video  programming,  data  and  telephone  products. 

Certainly,  everyone  in  the  television  business  is  not  advantaged  by  change.  Some 
of  those  who  have  dominated  television  for  forty  years  are  outright  opposed  and,  re- 
grettably, they  have  occasionally  gained  allies  in  the  Congress. 
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However,  the  dramatic  pace  of  technological  development  has  made  change  inevi- 
table. Our  philosophy  has  been  to  lead  in  some  areas,  to  follow  in  others,  but  to  seek 
acceleration  of  change  on  nearly  every  front.  We  know  change  is  likely  to  bring  our 
customers  more  choice  and  control  over  their  television  service. 

A  second  principle  that  has  served  us  well  is  our  view  that  we  are  purchasing 
agents  for  our  customers.  Basically,  we  purchase  video  programming  wholesale  and 
sell  it  retail.  If  wholesale  prices  can  be  maintained  at  a  reasonable  level,  our  cus- 
tomers pay  less  for  cable  service. 

Despite  our  best  efforts,  programming  costs  have  escalated  dramatically  over  the 
last  five  years — several  hundred  percent  in  our  case — although  much  of  that  can  be 
accounted  for  by  significant  increases  in  the  quality  of  cable  programming. 

Nevertheless,  we  bargain  hard  with  our  programmers,  and  occasionally  the  result- 
ing frictions  have  been  brought  to  the  attention  of  Congress.  Most  Members  have 
been  reluctant  to  interfere  in  such  commercial  disputes,  especially  when  they  are 
reflected  in  litigation,  but  there  have  been  exceptions. 

A  third  principle  has  been  constant  reinvestment  in  our  business.  At  TCI,  we  do 
not  pay  dividends  to  our  shareholders  and  we  have  never  reported  material  annual 
earnings  during  the  entire  25  years  of  our  existence.  Excess  cash  flow  goes  back  into 
ovur  systems  and  into  additional  programming.  As  detailed  later,  we  nave  often  in- 
vested in  socially  responsible  programming,  such  as  the  Discovery  Channel  and 
Black  Entertainment  Television,  when  no  one  else  would.  We  also  have  invested 
millions  in  education  technology — $300,000  alone  in  the  10  percent  of  Ohio's  schools 
that  we  serve. 

A  related  principle  has  been  a  relatively  pure  form  of  entrepreneurial  manage- 
ment. We  have  attempted  to  remain  lean  and  flexible.  Although  many  of  our  em- 
ployees have  done  well  at  TCI,  including  me,  that  has  come  through  appreciation 
of  our  share  values,  not  because  of  unreasonable  high  salaries  or  bonuses.  We  have 
an  ESOP,  in  which  many  of  our  employees  participate. 

The  changes  that  our  full  service  networks  will  bring  to  our  nation  will  enhance 
virtually  all  the  public  policy  objectives  traditionally  within  the  interest  of  this  Sub- 
committee. In  some  cases,  the  companies  will  be  larger,  but  we  will  see  a  dramatic 
increase  in  the  number  of  large  companies  competing  with  each  other.  We  already 
see  evidence  of  this  within  10  miles  of  where  we  sit  today.  Southwestern  Bell  and 
Bell  Canada  have  purchased  cable  systems  in  Montgomery  County  and  Arlington 
that  will  compete  directly  against  Bell  Atlantic/TCI.  Ultimately,  our  interest  in  the 
cable  system  here  in  D.C.  will  be  divested  to  a  Bell  Atlantic  competitor,  should  our 
merger  be  approved. 

Even  more  importantly,  development  of  full  service  networks  will  ignite  an  explo- 
sion of  smaller,  entrepreneurial  concerns  which  will  develop  competing  video,  data 
and  telephone  applications  for  the  new  networks.  It  will  be  in  the  best  business  in- 
terest of  competing  network  providers  to  nurture  these  companies  by  allowing  open 
and  easy  access  to  the  ultimate  customer. 

The  impact  of  all  these  developments  on  the  consumer  v^dll  be  most  profound. 

First,  we  foresee  a  dramatic  increase  in  the  choices  available  to  the  viewing  pub- 
lic. Consumers  will  have  many  more  entertainment,  news  and  sports  options,  but 
there  also  will  be  available  a  range  of  educational,  shopping,  work-at-home,  energy 
management,  and  other  services  tnat  will  change  the  way  we  live  our  lives. 

By  the  end  of  this  decade,  many  Americans  could  have  four  or  more  providers  of 
mxilti -channel  video  services  and  two  or  more  telephone  providers.  Thus,  we  will  not 
only  see  a  huge  increase  in  the  number  and  variety  of  services,  but  also  an  order 
of  magnitude  increase  in  the  number  of  companies  that  offer  them. 

Second,  consumers  will  have  more  control  over  their  television  service.  The  elec- 
tronics and  service  platform  we  and  others  are  developing  will  empower  consumers 
to  personailize  their  service  and  use  tomorrow's  television  as  a  device  to  make  their 
lives  easier.  If  we  can  win  cooperation  from  the  programmers,  we  will  have  systems 
which  allow  consumers  to  take  and  pay  for  only  those  services  they  want  when  they 
want  them. 

The  third  element  of  our  strategic  vision  is  consumer  convenience.  With  the  com- 
plexity of  our  evolving  networks  and  the  plethora  of  choices  they  will  offer,  our  cus- 
tomers must  have  on-screen  guides  and  gateway  devices  that  help  them  travel  the 
information  superhighway. 

I  believe,  Mr.  Chairman,  that  neither  you  nor  your  Subcommittee  will  argue  about 
the  merits  of  building  our  nation's  Infostructure.  I  also  believe  that  what  I  have  said 
above  and  the  more  traditional  competition  policy  analysis  that  follows  later  in  my 
testimony  will  convince  objective  observers  that  the  combination  of  TCI  and  Bell  At- 
lantic, assuming  the  divestiture  of  in-region  cable  assets,  should  not  raise  any  sig- 
nificant antitrust  concerns. 
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You  certainly  have  heard  your  share  of  anecdotes  from  previous  witnesses,  all  of 
which  have  been  discussed  at  length  here  and  in  the  other  body  when  Congress  de- 
bated and  passed  the  Cable  Act  of  1992  over  the  President's  veto.  The  Congress  de- 
signed many,  complex  provisions  in  the  1992  Act  to  deal  with  these  situations  and 
others  like  them  involving  other  companies. 

Many  of  those  Cable  Act  provisions  are  just  now  taking  effect.  Others  will  take 
effect  soon  in  accordance  witn  timetables  established  by  Congress  just  last  year.  To 
suggest  now  that  all  these  issues  be  revisited  before  the  1992  Act  has  even  been 
fully  implemented  makes  no  sense  at  all. 

Without  getting  into  details,  I  can  assure  you  that  virtually  all  these  anecdotes 
are  either  completely  untrue  or  wildly  inflated  by  business  competitors  who  seek 
yovu*  help  in  gaining  commercial  advantage. 

However,  I  do  believe  there  is  a  basic  issue  of  trust  that  you  and  your  Subcommit- 
tee Members  are  pondering.  I  realize  it  is  part  of  your  job  to  gain  some  comfort  with 
the  motivations  of  those  involved  in  major  national  enterprises  as  important  as  the 
Information  Superhighway.  I  also  realize  that  I  have  become  a  target  for  a  wide 
range  of  business  competitors  and  consumer  lobb5dsts  who  are  dissatisfied  with  the 

Eace  of  change  in  our  industry,  the  first  believing  it  to  be  too  fast  and  the  second 
elieving  it  to  be  too  slow. 

I  regret  that  neither  I  nor  my  company  can  ever  respond  to  this  type  of  con- 
troversy in  ways  that  Washington  normally  expects. 

For  myself,  I  will  continue  to  resist  the  notion  that  I  need  to  sacrifice  my  privacy 
in  order  to  respond  to  public  misrepresentations  about  my  motivations.  Becoming 
a  "public  figure"  means  unacceptable  risks  to  the  health,  safety  and  privacy  of  my 
family,  and  I  will  continue  to  refuse  most  of  the  hundreds  of  requests  for  press 
interviews  to  "tell  my  side  of  the  story." 

With  respect  to  TCI,  we  simply  are  not  going  to  spend  anjrwhere  near  the  many 
millions  spent  by  other  companies  on  pubUc  relations,  image  advertising  or  govern- 
ment affairs.  Instead,  we  know  our  customers  prefer  we  spend  scarce  resources  on 
our  cable  systems  and  new  programming. 

We  do  respect  the  role  of  govemirient,  we  do  our  best  to  comply  with  its  laws  and 
regulations,  and  we  willingly  supply  factual  information  to  panels  such  as  yours 
that  are  conducting  legitimate  inquiries. 

Nor  am  I  suggesting  that  every  negative  comment  about  TCI  or  me  is  a  public 
relations  or  competitive  ploy.  We  have  been  building  a  brand  new  industry  where 
the  rules  are  not  well  established.  We  make  our  share  of  mistakes,  but  when  we 
do,  we  try  to  correct  them  and  move  on. 

Moving  now  to  the  specific  subject  of  these  hearings,  it  has  been  apparent  to  in- 
formed observers  for  some  time  that  the  current  structure  of  the  telephone  and 
cable  industries  is  inadequate  to  finish  construction  of  the  nation's  Infostructure  be- 
fore the  end  of  this  century.  Once  technological  development  reached  a  critical  stage 
and  once  government  identified  the  Information  Supernighway  as  a  critical  national 
objective,  the  tjrpes  of  business  combination  that  are  now  being  announced  almost 
weekly  became  inevitable. 

The  problem,  simplv  put,  is  that  no  one  cable  or  telephone  company  has  the  finan- 
cial resources  or  combination  of  skills  to  do  the  job.  It  vnH  cost  at  least  $60  billion 
to  give  existing  cable  and  telephone  networks  the  capability  of  carrying  broadband, 
two-way  interactive  video  programming  and  to  equip  subscribers  to  participate  in 
these  networks.  Moreover,  the  task  requires  a  thorough  knowledge  of  national  net- 
work operations,  computer  applications  and  the  video  marketplace  that  few,  if  any, 
companies  now  have. 

Thus,  we  believe  mergers  and  joint  ventures,  like  the  proposed  Bell  Atlantic/TCI 
merger,  should  be  approved  with,  where  necessary,  appropriate  regulatory  safe- 
guards. In  the  case  of  our  merger.  Bell  Atlantic's  stated  intention  to  divest  itself  of 
in-region  TCI  cable  operations  witJiin  its  telephone  service  area  should  be  sufficient 
to  meet  any  objective  antitrust  standard,  as  it  was  in  the  case  of  the  USWest  invest- 
ment in  Time  Warner's  cable  operations. 

.II.  TCI  IN  PERSPECTIVE 

A.  TCI  and  Size 

Mr.  Chairman,  much  of  what  I  have  discussed  so  far  is  of  concern  to  all  of  the 
Members  of  Congress,  and  rightfully  so.  These  developments  in  telecommunications 
may  prove  to  be  of  unparalleled  importance  and  they  deserve  your  review  and  scru- 
tiny. 

I  know  the  particular  focus  of  this  Subcommittee  is  the  protection  and  promotion 
of  competition  for  the  benefit  of  consumers.  That  is  what  the  antitrust  laws,  of 


201 

course,  are  all  about.  Although  I  would  prefer  to  focus  on  the  dynamic  challenges 
we  are  prepared  to  face,  and  the  tremendous  contributions  to  society  and  the  econ- 
omy that  will  come  from  meeting  those  challenges,  I  feel  compelled  to  address  at 
least  in  general  some  of  the  unprincipled  and  undeserved  accusations  that  other  wit- 
nesses before  this  Subcommittee  have  leveled  at  TCI  and  at  me  personally.  Some 
of  these  accusations  are  the  substance  of  pending  litigation  and  I  am  limited  in  the 
way  I  can  deal  with  them  in  this  format.  However,  I  believe  it  may  be  useful  for 
the  Subcommittee  if  I  offer  some  general  observations  that  will  put  some  of  these 
baseless  charges  into  perspective. 

If  I  relied  solely  on  recent  press  stories  to  learn  about  TCI  and  the  role  that  it 
plays  in  the  entertainment  and  information  industry,  I  would  think  that  I  was  deal- 
ing with  an  entity  combining  the  power  of  the  pre-divestiture  AT&T,  IBM  when  it 
was  the  only  name  in  computers,  and  the  U.S.  Postal  Service  before  anyone  ever 
heard  of  UPS  or  Federal  Express.  However  effective  these  media  images  may  be  as 
political  or  competitive  propaganda,  they  are  simply  not  accurate,  and  indeed  are 
dangerous  distortions  of  the  truth. 

First,  let's  get  the  table  set  correctly.  TCI  is  a  large  company,  but  we  are  certainly 
not  a  giant,  whether  compared  to  other  telecommunications  and  technology  firms  or 
American  companies  as  a  whole.  TCI's  1992  revenues  (including  Liberty)  were  a  lit- 
tle over  $3.7  billion.  By  comparison,  AT&T  and  IBM  each  had  1992  revenues  of  over 
$65  billion;  indeed,  AT&T  had  higher  profits  ($3.8  billion)  in  1992  than  TCI's  total 
revenues.  In  the  telecommunications  area  alone,  TCI  is  dwarfed  by,  among  others, 
all  of  the  regional  telephone  operating  companies  (whose  1992  revenues  ranged  from 
$10  to  15  biUion  each);  GTE,  with  1992  revenues  of  $19.9  biUion-  Time  Warner,  with 
revenues  of  $13  billion;  and  MCI,  with  revenues  of  over  $10  billion.  Even  combined 
with  Bell  Atlantic,  the  resulting  company  would  be  only  15  percent  as  large  as  a 
combined  AT&T/McCaw. 

Video  programming  is  delivered  to  American  consumers  by  a  variety  of  mecha- 
nisms, including  cable.  Any  proper  measure  of  concentration  would  have  to  take  ac- 
count of  all  those  edtematives,  including  over-the-air  broadcasters,  video  cassette 
sales  and  rentals,  MMDS,  SMATV  and  (soon)  DBS.  But  even  ignoring  all  that,  and 
looking  just  at  cable,  the  business  is  unconcentrated  in  both  absolute  and  relative 
terms.  Chart  1  shows  the  relative  concentration  levels  of  various  industries — again 
limiting  video  distribution  to  cable  operators.  Cable  is  clearly  the  least  concentrated, 
significantly  below  the  1000  level  that  the  federal  antitrust  agencies  describe  as  the 
level  below  which  markets  are  not  concentrated.  There  are  13  cable  operators  who 
serve  at  least  one  million  subscribers,  but  there  are  only  six  major  movie  studios 
and  just  four  broadcast  television  networks. 

CHART  1.— HHI  MEASURES  OF  INDUSTRY  CONCENTRATION 
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In  addition,  TCI  is  hardly  a  dominant  company  by  anv  conventual  standards,  even 
in  this  artificially  small  "market."  As  Chart  2  shows,  TCI/Libertv  serves  only  about 
20  percent  of  U.S.  cable  subscribers,  i  By  comparison,  AT&T  still  enjoys  more  than 
60  percent  of  long  distance  revenues,  and  Nintendo  makes  over  75  percent  of  video 
games  system  sales. 

Moreover,  cable  activities  alone  are  clearly  not  the  appropriate  measure  of  TCI's 
relative  size,  since  many  noncable  firms  compete  directly  with  cable  companies,  in- 
cluding TCI.  At  an  absolute  minimum,  TCIs  direct  competitors  include  all  firms 
that  provide  video  programming  to  consumers,  regardless  of  the  method  of  delivery. 
This  is  readily  apparent  fi-om  the  perspective  of  consumers;  they  purchase  program- 
ming, not  delivery  mechanisms.  The  hst  of  such  competitors  is  already  long — ^video 


1  As  Chart  2  shows,  cable  systems  in  which  TCI  or  Liberty  owns  at  least  a  majority  of  the 
outstanding  stock  serve  10.7  million  basic  subscribers.  If  those  subscribers  served  by  systems 
that  are  not  majority  owned  but  are  managed  by  TCI  are  added,  the  total  basic  subscribers 
number  increases  to  11.2  million.  The  addition  of  basic  subscribers  served  by  all  other  cable  sys- 
tems in  which  TCI  or  Liberty  have  an  investment  interest,  but  does  not  manage,  increases  the 
total  to  13.4  million. 
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rental  stores,  wireless  cable,  over-the-air  broadcasters,  SMATV  operators  and  back- 
yard dish  dealers — and  will  grow  longer  in  1994  with  the  addition  of  a  new  delivery 
option  (high  power  direct  broadcast  satellites)  and  new  (and  well-funded)  industry 
participants — DirecTV  (owned  by  Hughes,  a  General  Motors  subsidiary)  and  United 
States  Satellite  Broadcasting  (owned  by  Hubbard  Broadcasting,  a  radio  and  tele- 
vision pioneer). 

CHART  2.— TCI/LIBERTY  OWNED  AND/OR  MANAGED  CABLE  SYSTEMS 


TCI/Liberty 


Homes 

Basic  sub- 

passed'  (mil- 

scribers (mil- 

lions) 

lions) 

18.8 

10.7 

(20.6%) 

(18.9%) 

19.6 

11.2 

(21.4%) 

(19.8%) 

23.8 

13.4 

(26.0%) 

(23.7%) 

91.4 

56.5 

Majority  owned 

Majority  owned  plus  managed  systems 

TCI/Liberty  total  

National  total 


'All  percentages  based  on  estimates  of  National  Total  Homes  Passed  and  Basic  Subscribers  for  August  1993,  from  Paul  Kagan  Associates, 
Inc.,  "Marketing  New  Media."  August  16,  1993,  p.  3,  as  reported  in  NCTA,  Cable  Television  Developments,  November  1993. 

When  viewed  in  light  of  the  approximately  $200  billion  in  annual  spending  on  en- 
tertainment (even  excluding  live  entertainment),  TCI's  annual  revenues  are  insig- 
nificant— less  than  2  percent.  Looking  just  at  video  programming,  Chart  3  shows 
that  TCI's  total  revenues  are  less  than  half  of  that  generated  by  video  cassette  and 
rentals  alone — approximately  $8  billion  in  1992.  Adding  video  rental  revenues  (and 
ignoring  video  cassette  sales  and  all  other  competing  video  distributors)  to  total 
cable  revenues,  TCI's  supposedly  "dominant"  share  would  fall  to  12  percent.2 

This  is  simply  not  a  dominant  position  by  any  traditional  analysis.  Of  course, 
those  with  a  political  or  competitive  agenda,  like  Mr.  Redstone  in  your  earlier  hear- 
ings, recognize  this  reality  and  frequently  try  to  augment  these  modest  numbers  by 
ignoring  video  sales  and  rentals  and  by  attributing  to  TCI  the  subscribers  served 
by  other  cable  firms  such  as  Comcast,  Cox  or  Newhouse,  which  have  occasionally 
joined  with  TCI  in  programming  investments  or  other  ventures.  This  aggregation, 
of  course,  is  totally  inappropriate,  since  neither  TCI  nor  Liberty  has  any  ownership 
interest  in  any  of  these  companies  nor  any  involvement  in  the  operation  or  manage- 
ment of  their  cable  systems.  The  plain  facts  are  that  TCI  is  simply  the  largest,  but 
hardly  the  dominant,  firm  in  an  unconcentrated  industry,  and  all  the  overblown 
rhetoric  to  the  contrary  is  simply  hot  air. 

CHART  3.— 1992  CABLE  SUBSCRIBER  REVENUE  AND  VIDEO  RENTAL  REVENUES 

[Amounts  in  millions  of  U.S.  dollars] 


Cable  subscriber  revenues 

Basic  revenues  

Pay  revenues  

Total  1  

Video  cassette  rental  revenues 

Total  Basic  Cable,  Pay  Cable,  and  video  cassette  rental  revenues 

All  cable  subscriber  revenues  and  video  cassette  rental  revenues  

TCI  Basic  Cable  and  Pay  Cable  revenues 

Total  TCI  revenues  

TCI  Basic  and  Pay  Cable  revenues  as  a  percent  of  total  Basic  Cable,  Pay  Cable,  and  video  cassette  rental  rev- 
enue   

TCI  total  revenues  as  a  percent  of  all  cable  subscriber  revenues  and  video  cassette  rental  revenues  

1  Includes  revenues  from  installation,  expanded  basic  service,  pay-per-view,  advertising,  additional  outlets,  remote  controls,  etc 
Sources:  NCTA,  Cable  Television  Developments.  November  1993.  Video  Software  Dealers  Association. 


$13,261 

4,930 

21,694 

8,224 

26,415 

29,918 

2,945 

3,574 

11% 
12% 


2  Chart  3  shows  two  calculations:  TCI's  basic  and  pay  cable  revenues  as  a  percent  of  total 
basic  cable,  pay  cable  and  video  cassette  rental  revenues;  and  TCI's  total  revenues  as  a  percent 
of  all  cable  subscriber  revenues  and  video  cassette  rental  revenues.  In  both  cases,  TCI's  'share" 
is  essentially  tie  same — 11-12  percent.  Of  course,  even  this  calculations  is  conservative,  because 
it  ignores  all  other  video  distributors  and  video  cassette  sales,  which  are  obviously  directly  com- 
petitive alternatives  and  all  other  entertainment  options. 
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Finally,  I  cannot  emphasize  too  strongly  how  wrong  it  is  for  anyone  to  speak  of 
TCI  "controlling^'  its  subscribers.  TCI  has  no  "control"  over  anyone.  Only  slightly 
over  half  of  those  who  we  offer  cable  services  to  actually  buy  those  services — a  fig- 
ure comparable  to  the  industry  as  a  whole.  Obviously,  each  of  these  potential  sub- 
scribers has  a  large  number  of  other  suppliers  vying  for  their  entertainment  dollars, 
and  most  have  several  different  alternatives  for  the  delivery  of  video  programming, 
including  various  combinations  of  over-the-air  broadcasters,  video  sales  and  rentals, 
wireless  cable  (MMDS),  back-yard  dishes,  SMATV  operators  and,  beginning  in  1994, 
at  least  two  high  power  DBS  distributors.  In  the  foreseeable  future,  many  of  these 
potential  subscribers  will  have  another  choice — programming  delivered  over  tele- 
phone wires.  Given  this  extensive  competition  just  for  video  programming,  not  to 
mention  other  entertainment  alternatives,  it  makes  as  much  sense  to  speak  of  TCI 
"controlling"  its  subscribers  as  it  does  to  speak  of  the  broadcast  networks  "control- 
ling" the  audience  that  dials  in  the  local  channel  that  carries  their  programming. 

B.  TCI  and  Programming 

The  myth  of  TCI  "control"  over  cable  programming  is  particularly  annoying  to  me, 
both  when  advanced  by  those  with  a  competitive  ax  to  grind  and  even  more  so  when 
accepted  uncritically  by  policsonakers.  We  are  proud  of  the  role  we  have  played  in 
creating  and  preserving  important  and  useful  programming.  We  have  not  supported 
so-called  "adult"  programming  or  programming  that  glorifies  violence  or  antisocial 
behavior.  Instead,  we  have  invested  in,  or  otherwise  supported  financially  services 
like  The  Discovery  Channel,  The  Learning  Channel,  Court  TV,  Black  Entertainment 
Television,  VISN/ACTS,  and  The  Family  Channel,  in  addition  to  the  Turner  serv- 
ices. We  have  been  selective  in  our  investments;  we  probably  get  as  many  as  20  pro- 
gramming proposals  a  month,  and  ovu-  focus  in  making  program  investments  has 
been  to  provide  attractive  programming  choices  to  our  subscribers. 

Indeed,  the  history  of  the  cable  industry  has  shown  that  cable  operators,  including 
TCI,  often  have  been  the  investors  or  financiers  of  last  resort  for  cable  program- 
mers. The  founders  of  Black  Entertainment  Television  (Robert  Johnson)  and  The 
Discovery  Channel  (John  Hendricks)  both  have  described  on  numerous  occasions  the 
difficulties  they  encountered  in  obtaining  funding  for  their  infant,  and  financially 
struggling,  services.  After  they  had  been  repeatedly  turned  down  by  other  invest- 
ment sources,  cable  operators  provided  financing  that  ensured  the  continued  sur- 
vival of  the  services  and  made  possible  their  present  success.  As  a  result.  Bob  John- 
son has  stated  that,  through  its  financial  support  of  BET,  the  cable  industry  has 
"done  more  to  create  minority  programming  and  diversity  in  television  than  all  FCC 
regulations  and  broadcasting  outreach  programs  combined."  3 

Such  actions  have  contributed  significantly  to  the  present  range  and  diversity  of 
programming  choices.'*  Before  the  development  of  the  modem  cable  industry,  con- 
sumers' viewing  choices  were  limited  to  the  three  broadcast  networks,  PBS  and  a 
few  independent  broadcast  stations.  In  just  over  twenty  years,  in  addition  to  the 
growth  of  UHF  independents,  more  than  70  satellite-delivered  national  program- 
ming services  have  developed,  with  numerous  specialty  channels  devoted  to  chil- 
dren's programming,  minority  programming,  the  arts,  and  public  affairs,  and  a 
growing  number  of  regional  news  and  sports  services. 

The  financial  contributions  of  cable  operators  like  TCI  were  important  forces  lead- 
ing to  this  explosion  in  consumer  choice.  The  FCC  recognized  the  benefits  of  integra- 
tion in  its  1990  analysis  of  the  cable  industry,  where  it  concluded,  based  on  an  ex- 
tensive record:  "[t)his  vertical  integration  has  increased  both  the  quality  and  the 
quantity  of  programming  services  available  to  the  viewing  public."  Rate  Deregula- 
tion and  the  Commission's  Policies  Relating  to  the  Provision  of  Cable  Television 
Service,  5  F.C.C.  Red.  4962,  5007  (1990).  The  FCC  reaffirmed  this  conclusion  this 
year: 

As  Congress  recognized,  and  the  record  in  this  proceeding  confirms,  there 
are  significant  benefits  to  cable  subscribers  which  result  from  vertical  inte- 
gration. First,  MSO  investment  in  cable  programming  services  has  provided 
cable  subscribers  with  a  variety  of  high  quality  cable  programming  services. 


3  See  Media  Ownership:  Diversity  and  Concentration:  Hearings  before  the  Subcomm.  on  Com- 
munications of  Comm.  on  Commerce,  Science  and  Transportation,  101st  Congress,  1st  Session 
211  (1989)  (Statement  of  Robert  L.  Johnson). 

4  As  Viacom  noted  in  its  comments  to  the  FCC  on  implementing  the  Cable  Act  of  1992:  "Multi- 
channel video  distributors  in  general,  and  cable  operators  in  particular,  have  been  at  the  fore- 
front of  developing  new  program  services.  To  preclude  such  cable  operator  participation  could 
result  in  decreased  diversity  by  foreclosing  new  program  services."  Comments  of  Viacom  Inter- 
national Inc.  in  MM  Docket  No.  92-264  (Feb.  9,  1993)  at  20. 
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*  ♦  ♦  Second,  vertical  integration  between  cable  operators  and  programming 
services  produces  significant  efficiencies  in  the  distribution,  marketing  ana 
purchase  of  programming.  Third,  vertical  integration  results  in  lower  pro- 
gramming costs,  which  in  turn  results  in  lower  subscriber  fees  and  lower 
cable  rates  for  subscribers.  Fourth,  vertical  integration  fosters  investment 
in  more  innovative  and  riskier  programming  services.  (Report  and  Order 
and  Further  Notice  of  Proposed  Rulemaking  in  MM  Dkt.  No.  92-264,  FCC 
93-332  (July  23,  1993)  at  72-73). 

Notwithstanding  these  facts,  we  still  hear  the  argument  that  TCFs  investments 
in  cable  programmers — almost  universally  noncontrolling  minority  investments — in 
some  way  give  TCI  undue  power  over  programmers  or  competing  distributors.  Of 
course,  this  argument  has  come  most  loudly  from  those  competitors  who  have  re- 
fused to  invest  in  new  programming  and  instead  would  simply  like  to  free  ride  on 
the  significant  investments  made  by  TCI  and  others.  But  no  matter  how  loud  or  how 
often  it  is  repeated,  the  argument  just  doesn't  hold  water. 

The  truth  is  that  TCFs  programming  interests  are  modest  in  both  absolute  and 
relative  terms  and,  in  almost  every  case,  consist  of  minority,  noncontroUing  invest- 
ments. They  have  been  driven  by  our  belief  that  consumers  buy  programming,  not 
distribution,  and  that  to  attract  and  keep  cable  subscribers,  TCI  must  affirmatively 
work  to  improve  the  quality  of  the  programming  available.  I  return  again  to  this 
critical  point:  we  have  only  been  able  to  convince  barely  more  than  half  our  poten- 
tial customers — those  whose  homes  our  wires  can  reach — to  purchase  our  service,'' 
notwithstanding  the  amazing  breadth  and  variety  of  programming  that  cable  offers. 
But  I  have  absolutely  no  doubt  that,  without  this  distinctive  and  valuable  program- 
ming, we  would  have  many  fewer  subscribers.  Certainly  cable  deUvers  improved  sig- 
ned quality  in  many  places,  but  its  primary  selling  point  is  the  unique  array  of  pro- 
gramming options  we  are  able  to  deliver. 

That  is  what  we  mean  when  we  say  that  we  act  as  a  "purchasing  agent"  for  our 
subscribers.  To  the  extent  that  we  can  provide  programming  that  people  want  to 
watch,  they  will  buy  that  programming  from  us.  If  we  don't,  they  won't !  It's  as  sim- 
ple as  that. 

Not  all  of  our  investments  have  been  successful.  We  were  unable  to  rescue  The 
Fashion  Channel  from  bankruptcy.  The  services  in  which  we  have  investments 
today  range  from  successful  to  merely  surviving.  Nevertheless,  we  think  it  is  critical 
that  we  keep  trying  to  promote  attractive  programming.  We  beUeve  our  efforts  to 
encourage  and  promote  new  programming  serve  not  only  our  interest,  but  also  the 
pubUc  interest,  by  promoting  diversity  and  a  broader  range  of  pubUc  voices. 

Chart  4  Usts  all  of  the  national  video  programming  services  in  which  TCI  or  Lib- 
erty has  any  interest.  ^  You  will  note  that  'TCI  does  not  have  a  controlling  interest 
in  a  single  service,  and  that  Liberty  controls  only  two — Encore,  a  fledgling  movie 
service  which  it  started  from  scratch,  and  Home  Shopping  Network,  in  which  it  ac- 

?uired  a  controlling  interest  earlier  this  year.  In  almost  every  other  case,  TCI's  or 
liberty's  investment  is  less  than  25  percent  of  the  voting  interests,  and  neither  TCI 
nor  Liberty  manages  or  operates  any  of  these  minority -interest  services.  We  beUeve 
in  identifying  talented  people  like  John  Hendricks  and  Bob  Johnson,  helping  them 
achieve  the  financial  ability  to  implement  their  unique  vision,  contributing  what  in- 
sights we  can  on  the  preferences  of  our  subscribers,  and  then  getting  out  of  their 
way.  Our  reward  is  two-fold:  we  gain,  along  with  the  other  shareholders,  if  the  serv- 
ice is  successful,  and  our  cable  product  becomes  more  attractive  to  potential  sub- 
scribers. 

CHART  4.— NATIONAL  CABLE  TELEVISION  VIDEO  PROGRAMMING  SERVICES 


Service 


TCI  owner- 
ship inter- 
est 


Liberty 

ownersiiip 

interest 


Total 


American  Movie  Classics  

America's  Disability  Channel  ... 
Arts  &  Entertainment  Network  . 
Black  Entertainment  Television 
The  Box  

Bravo 


1 50.00 


17.50 
11.00 


1 50.00 

0.00 

0.00 

17.50 

11.00 


6  TCI's  1992  average  penetration  rate  nationwide  was  57.6  percent  of  homes  passed. 
6  The  only  other  programming  services  in  which  either  TCI  or  Liberty  has  any  investment  in 
are  regional  services,  such  as  regional  sports,  or  non-video  services,  such  as  X*Press. 
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CHART  4.— NATIONAL  CABLE  TELEVISION  VIDEO  PROGRAMMING  SERVICES— Continued 


Service 

TCI  owner- 
ship inter- 
est 

Liberty 

ownership 

interest 

Total 

CNBC                

0  00 

Cable  News  Network 

24.77 

24  77 

Canal  Sur  (Channel  South) 

0  00 

The  Cartoon  Network 

24.77 

24  77 

Channel  America   

0  00 

Cinemax    

0  00 

C-SPAN 

0  00 

C-SPAN  II  

0.00 

Comedy  Central 

0.00 

Country  Music  Television 

0  00 

Courtroom  Television  Network 

33.30 

33  30 

The  Discovery  Channel  

49.29 

49  29 

The  Disney  Channel 

0.00 

E !  Entertainment  Television 

11.02 

11.02 

Encore 

90.00 

90.00 

ESPN  

0.00 

EWTN 

0.00 

Flix 

0.00 

The  Family  Channel 

15.60 

15.60 

Fox  Net 

0  00 

Galavision 

0  00 

GEMS  Television  

0  00 

Headline  News 

24.77 

24.77 

Home  Box  Office 

0.00 

Home  Shopping  Network  

The  Idea  Channel  

0.96 

71.00 

71.96 
0.00 

The  Inspirational  Network 

0.00 

International  Channel 

0.00 

KTLA 

0.00 

KTVT 

0.00 

The  Learning  Channel  

49.29 

49.29 

Lifetime                             

0  00 

MBC    

0.00 

Mind  Extension  University 

MOR  Music  Television 

0.00 

0.00 

The  Movie  Channel 

0.00 

MTV                                                       

0.00 

The  Nashville  Network 

0.00 

Nickelodeon    

0.00 

Nick  At  Nite                                                     .            

0.00 

Nostaluia  Television   

0.00 

Prevue  Guide         

0.00 

Prime  SoortsChannel  Networks                                                    

33.90 
2  21.60 

33.90 

QVC  Network                        

2  0.88 

2  22.48 

The  Sci-Fi  Channel 

0.00 

SCOLA/News  Of  All  Nations 

0.00 

Showtime 

0.00 

Sneak  Prevue                                             

0.00 

TBS  Suoerstation                                    

24.77 

24.77 

Telemundo 

0.00 

TNT 

24.77 

24.77 

The  Travel  Channel         

0.00 

Trinity  Broadcastine  Network 

0.00 

TV  Asia  (new)  

0.00 

TV-Japan 

0.00 

Univision 

0.00 

USA  Network 

0.00 
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CHART  4.— NATIONAL  CABLE  TELEVISION  VIDEO  PROGRAMMING  SERVICES— Continued 


Service 

TCI  owner- 
ship inter- 
est 

Liberty 

ownership 

interest 

Total 

ValueVision 

0  00 

VH-1  

0  00 

VISN/ACTS 

0  00 

The  Weather  Channel  

0  00 

Worship 

0  00 

WGN 

0  00 

WPIX 

0  00 

WSBK  

0  00 

WWOR  

0  00 

Z  Music 

0.00 

2  Subject  to  divestment  under  FTC  order. 

The  notion  that  TCI  controls  the  most  popular  services  is  especially  silly.  Chart 
5  Usts  the  20  most  popular  cable  programming  services,  and  TCft/Libertys  interests 
in  them.  As  the  chart  shows,  TCI  I  Liberty  does  not  control  a  single  one  of  the  top 
20  services.  In  fact,  the  only  top  20  services  in  which  TCI  has  a  greater  than  25 
percent  interest  is  The  Discovery  Channel,  for  which  TCI  and  other  cable  operators 
provided  critical  financing  at  a  time  when  it  appeared  the  service  might  have  to 
cease  operations.  The  only  other  top  20  services  in  which  either  TCI  or  Liberty  has 
any  investment  at  all  are  the  Tvuner  Broadcasting  services  (CNN,  TNT  and  TBS), 
The  Family  Channel,  and  QVC  (an  interest  that  TCI  and  Liberty  have  committed 
to  sell  if  Q VC  is  successful  in  acquiring  Paramount). 

CHART  5.— TWENTY  LARGEST  NATIONAL  CABLE  TELEVISION  PROGRAMMING  SERVICES 


Sercice 

TCI  owner- 
ship inter- 
est 

Liberty 

ownership 

interest 

Total 

ESPN  

0  00 

CNN  (Cable  News  Network) 

24.77 

24  77 

USA  Networks  

0  00 

TBS  

24.77 

24  77 

Lifetime  Television 

0  00 

The  Discovery  Channel  

49.29 

49  29 

C-SPAN  (Cable  Satellite  Public  Affairs  Network) 

0  00 

TNN  (The  Nashville  Network) 

0  00 

TNT  (Turner  Network  Television) 

24.77 

24  77 

Nickelodeon  

0  00 

The  Family  Channel 

15.60 

15  60 

MTV  (Music  Channel)  

0  00 

Arts  &  Entertainment  Network 

0  00 

The  Weather  Channel  

0  00 

Headline  News 

24.77 

24  77 

CNBC  

0  00 

VH-1  (Video  Hits  One)  

0  00 

QVC  Network,  Inc 

0.88 

21.60 
50.00 

22  48 

AMC  (American  Movie  Classics)  

150  00 

WGN  

0  00 

>  In  process  of  being  sold. 

With  Turner,  TCI's  investment  again  was  made  at  a  time  when  Turner  was  facing 
severe  financial  difficulties,  triggered  by  the  purchase  of  the  MGM  film  library.  Our 
objective  was  to  preserve  this  highly  popular  cable  programming,  and  thus  make 
ovu"  services  more  attractive  to  consumers.  I  know  people  have  short  memories,  and 
it's  hard  today  to  imagine  Ted  Turner  in  financial  distress,  but  that  is  exactly  what 
the  situation  was  in  the  late  1980's.  Because  of  these  investments  by  TCI  and  other 
cable  operators,  CNN  is  the  leading  source  of  news  in  the  world  today.  I'm  proud 
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that  I  had  something  to  do  with  making  this  happen,  and  it  is  very  frustrating  to 
see  this  effort  attacked  as  serving  some  hidden  agenda.  As  Chart  5  makes  clear,  the 
notion  that  TCI  "controls"  the  lion's  share  of  popular  cable  programming  and  as  you 
heard  Mr.  Redstone  loudly  proclaim  in  your  earlier  hearing,  is  flat  wrong,  and  he 
knew  it  was  wrong  when  he  said  it. 

In  fact,  vertical  integration  is  very  common  in  American  business  and,  as  both 
Congress  and  the  FCC  have  recognized  in  the  cable  business,  can  generate  signifi- 
cant efficiencies.  Indeed,  vertical  integration  in  this  context  can  raise  only  two  legiti- 
mate concerns: 

1)  The  distributors  who  own  programming  interests  will  disfavor  unaffiliated 
programming,  thus  discouraging  new  entry  into  programming;  or 

2)  by  preventing  competing  distributors  from  gaining  access  to  the  program- 
ming, vertically-integrated  distributors  will  impede  competition  from  other 
distributors. 

Neither  of  these  concerns  exists  in  the  cable  industry  today.'' 

On  the  first  point,  the  TCI/Liberty  facts  are  clear:  of  the  15  most  widely  carried 
services  on  TCfl/Liberty  systems,  ten — The  Nashville  Network,  Nickelodeon,  Life- 
time, USA,  ESPN,  MTV,  C-Span,  The  Weather  Channel,  Arts  &  Entertainment,  and 
CNBC — are  services  in  which  TCI/Liberty  has  absolutely  no  ownership  interest.  In 
contrast,  several  services  in  which  TCI/Liberty  does  have  an  ownership  interest — 
The  Learning  Channel,  Court  TV  and  E !  Entertainment — are  carried  by  less  than 
one-third  of  TCI/Liberty  systems.  Specific  studies  by  Robert  Crandall  of  Brookings 
and  others  have  concludea  that  there  is  no  evidence  to  support  the  claim  that  TCI 
has  discriminated  against  programming  services  in  which  it  has  no  ownership  inter- 
est.8 

CHART  6.— BIBLIOGRAPHY  OF  EMPIRICAL  STUDIES  ON  VERTICAL  INTEGRATION  IN  THE 

CABLE  INDUSTRY 

Crandall,  R.W.,  "Economic  Analysis  of  Market  Structure  In  the  Cable  Television  Business,"  Appended  to  TCI  Comments  in 
FCC  Mass  Media  Docket  89-600,  1990. 

Crandall,  R.W.,  "Vertical  Integration  and  q  Ratios  in  the  Cable  Industry,"  Appended  to  TCI  Reply  Comments  in  FCC  Mass 
Media  Docket  89-600,  1990. 

Klein,  B.,  "The  Competitive  Consequences  of  Vertical  Integration  in  the  Cable  Industry,"  June  1989. 

Owen,  B.M.,  S.S.  Wildman,  and  R.W.,  Crandall,  "Cable  Television,"  Chapter  6  in  the  B.M.  Owen  and  S.S.  Wildman,  Video 
Economics,  Cambridge,  MA:  Harvard  University  Press,  1992. 

U.S.  Department  of  Commerce,  Video  Program  Distribution  and  Cable  Television:  Current  Policy  Issues  and  Recommenda- 
tions, NTIA  Report  88-233,  June  1988. 

Congress  has  already  addressed  these  issues.  The  1992  Cable  Act  now  flatly  pro- 
hibits such  conduct.  The  program  carriage  rules  adopted  by  the  FCC  prohibit  cable 
operators  from  discriminating  in  the  selection,  term,  or  conditions  of  carriage  or  pro- 
gramming based  on  the  affiliation  or  nonaffiliation  of  the  suppliers.  The  FCC  also 
estabUshed  a  40  percent  ceiling  for  the  number  of  cable  channels  that  could  be  occu- 
pied by  affiliated  programmers.  TCI/Liberty  systems  are  in  full  compliance  with  this 
rule,  which  the  FCC  has  recognized  as  sufficient  to  ensure  competitive  opportunities 
for  unaffiliated  programmers. 

Perhaps  the  best  evidence  this  alleged  favoritism  simply  doesn't  exist  is  the  boom 
in  programming  offerings  in  recent  years.  There  has  been  a  dramatic  growth  in  the 
number  of  national  cable  video  networks  over  the  years,  which  have  almost  doubled 
from  1982,  when  there  were  41  services,  to  1992,  when  there  were  78.  Today,  as 
indicated  by  Chart  7,  there  are  a  phenomenal  number  of  proposed  new  services — 
ranging  from  the  Cable  Health  Club  to  The  Golf  Channel  to  The  Therapy  Channel — 
being  offered  to  cable  operators.  It  is  obvious  that  potential  program  network  devel- 


''  A  third  theoretical  concern  with  vertical  integration — the  evasion  of  rate  regulation — is  un- 
likely to  occur  in  the  cable  industry.  It  is  not  likely  to  be  profitable  for  a  cable  operator  to  inflate 
prices  pEiid  to  a  programming  supplier  in  which  it  holds  only  a  minority  interest,  because  most 
of  the  excessive  payments  would  go  to  other  owners,  and  the  operator  would  have  to  either  ab- 
sorb the  added  cost  or  increase  prices  to  its  subscribers.  Moreover,  this  concern  could  arise  only 
in  the  case  of  programming  services  in  regulated  tiers;  services  that  may  be  purchased  a  la  carte 
are  not  rate  regulated. 

8  Similar  conclusions  have  been  reached  by  other  studies,  which  are  listed  in  Chart  6. 
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opers  are  not  being  discouraged  by  all  this  sky-is-falling  rhetoric  about  vertical  inte- 
gration. 

CHART  7.— RECENTLY  ANNOUNCED  CABLE  NETWORKS  i 


No. 

Channel 

No. 

Channel 

1. 

Adam  &  Eve  Channel 

33. 

MBC  Movie  Network 

2. 

Americana  Network 

34. 

MOR  Music  Multiplex 

3. 

America's  Talking 

35. 

National  Empowerment  TV 

4. 

ATV 

36. 

New  Culture  Network 

5. 

Booknet 

37. 

Network  One 

6. 

Cable  Health  Club 

38. 

NewSport 

7. 

Caribbean  Satellite  Network 

39. 

Newsword  International 

8. 

The  Catalog  Channel 

40. 

Northstar 

9. 

CNN  International 

41. 

Ovation 

10. 

Crime  Channel 

42. 

Parasol  4 

11. 

Educational  &  Entertainment  Network 

43. 

Planet  Central  TV 

12. 

Encore  2,  3,  4,  5,  6,  7 

44. 

Q2 

13. 

ESPN2 

45. 

Recoverynet/The  Wellness  Channel 

14. 

FX 

46. 

Romance  Classics 

15. 

F.I.T.  (Fitness  and  Exercise  Television) 

47. 

The  Sega  Channel 

16. 

Game  Channel 

48. 

Shop  at  Home 

17. 

The  Game  Show  Channel 

49. 

Single  Information  News  Network 

18. 

The  Gaming  Network  Channel 

50. 

Singlevision 

19. 

Global  American  Network 

51. 

STARZ ! 

20. 

Golden  American  Network 

52. 

Style  TV 

21. 

The  Golf  Channel 

53. 

Talk  Channel 

22. 

The  History  Channel 

54. 

Talk  TV  Network 

23. 

The  History  Network 

55. 

Television  Food  Network 

24. 

Home  &  Garden  TV 

56. 

TFN:  Telefashion  Network 

25. 

Horizon  TV 

57. 

TV  Macy's 

26. 

The  Idea  Channel 

58. 

Therapy  Channel 

27. 

The  Interactive  Channel 

59. 

Trax 

28. 

The  International  Channel 

60. 

Turner  Classic  Movies 

29. 

Jones  Computer  Network 

61. 

The  Western  Channel 

30. 

La  Candena  Deportiva 

62. 

Viva  Television  Network 

31. 

LMT:  Lincoln  Mint  Television 

63. 

World  African  Network 

32. 

Military  Channel 

'Sources:  "New  Networks:  Still  on  the  Launch  Pad,' 
Multichannel  News  at  79-80  (Nov.  29,  1993). 


Cableworld  at  130-31  (Nov.  29,  1993);  "New  Networks— A  Reader's  Guide,' 


On  the  second  point,  the  1992  Cable  Act  also  addressed  this  issue  and  now  flatly 
prohibits  refusals  on  the  part  of  programmers  owned  by  cable  operators  to  pro'vdde 
programming  services  to  other  video  programming  distributors.  Moreover,  as  noted, 
TCI  has  no  wholly-owned  programming  services;  even  including  Liberty,  it  has  only 
a  minority  interest  in  all  but  2  national  services.  Nor  does  it  manage  any  nation^ 
programming  service,  which  raises  the  question  of  how  it  would  possibly  implement 
any  discriminatory  plan.  Even  assuming  (contrary  to  fact)  that  TCI  had  an  incentive 
to  discriminate  against  other  distributors  that  competed  with  TCI  cable  systems,  the 
other  owners  of  the  programming  service  generally  would  not  share  that  incentive. 
Thus,  even  if  it  had  control,  TCI  would  face  conflicts  with  the  other  owners  if  it  tried 
to  discriminate.  I  note,  just  for  the  record,  that  Encore — one  of  the  2  national  pro- 
gramming services  in  which  TCI/Liberty  does  hold  a  majority  interest — last  week 
announced  an  affiliation  agreement  with  DirecTV,  the  new  Hughes-owned  DBS 
service,  which  will  carry  the  full  Une  of  Encore  services. 

There  is  yet  another  issue  relating  to  programming  that  I  feel  compelled  to  ad- 
dress, and  that  is  the  notion — again  advanced  forcefully,  but  falsely,  oy  Mr.  Red- 
stone and  others  in  your  earlier  hearings — that  TCI  is  so  large  a  buyer  that  it  can 
determine  whether  a  particular  programming  service  will  succeed  or  fail  simply  by 
its  decision  whether  to  carry  the  service.  This  is  not  only  wrong,  but  obviously 
wrong.  TCI  reaches  only  20  percent  of  cable  subscribers. 9  All  but  the  16  largest 


9  Even  if  you  include  all  the  subscribers  of  those  cable  systems,  not  owned  or  managed  by  TCI 
or  Liberty,  but  in  which  they  hold  a  minority  investment,  the  number  would  only  be  24  percent. 
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cable  services  have  fewer  subscribers  than  would  be  available  even  assuming  that 
their  programming  did  not  reach  a  single  TCI / Liberty  subscriber.  Many  apparently 
successful  services  reach  less  than  one  in  three  cable  subscribers,  or  considerably 
less  than  half  the  non-TCI/Liberty  cable  universe.  Does  carriage  b^  TCI  help  attract 
advertisers  or  increase  subscriber  revenues?  Of  course.  Is  it  desu-able  from  a  pro- 
grammer's point  of  view?  Obviously,  yes.  Is  it  necessary  to  entry  or  success?  No. 

More  importantly,  a  focus  on  the  mere  number  of  subscribers  reached  by  various 
programming  services  is  just  too  simplistic.  What  determines  whether  a  cable  pro- 
gramming service  will  survive  and  be  successful  is  not  just  the  number  of  subscrib- 
ers it  reaches,  or  how  many  systems  it  is  carried  on,  but  what  its  costs  are  and  what 
revenues  it  can  achieve  from  a  combination  of  advertisers,  distributors,  and  (in  the 
case  of  pay  services)  subscribers.  A  low  cost  service  obviously  requires  fewer  sub- 
scribers and/or  less  advertising  and  distribution  revenue  than  does  a  more  expensive 
service.  Talk  shows  and  reality-based  television  are  less  expensive  to  produce  than 
dramatic  series,  and  that  probably  is  one  reason  why  more  of  the  former  have 
turned  up  on  broadcast  television  as  its  share  of  television  viewers  has  fallen.  Obvi- 
ously, if  a  programmer  seeks  to  provide  very  expensive  programming,  more  reve- 
nues are  required  to  balance  the  books,  but  there  is  no  reason  why  that  programmer 
should  not  have  to  convince  distributors  that  consumers  want  that  programming — 
and  are  willing  to  pay  for  it.^o 

One  final  point  on  programming:  Mr.  Redstone  also  has  alleged  that  TCI  is  seek- 
ing to  acquire  an  interest  in  one  or  more  movie  studios  in  order  to  control  the  subse- 
quent distribution  of  that  studio's  films,  thereby  disadvantaging  unaffiliated  pro- 
grammers that  must  have  access  to  such  films  to  program  their  services.  This  is  an- 
other argument  that  falls  apart  when  you  look  at  the  facts. 

Neither  TCI  nor  Liberty  currently  owns  any  production  facilities  or  movie  studios. 
TBS  (in  which  TCI  has  a  24.8  percent  equity  position  and  a  12  percent  voting  inter- 
est) has  interests  in  two  small  independent  movie  studios.  New  Line  and  Castle 
Rock.  While  Mr.  Redstone  would  like  you  to  believe  that  TCI  controls  these  studios 
through  its  minority  position  in  TBS,  it  just  isn't  true.  TCI  does  have  a  commitment 
to  directly  acquire  a  minority  interest  in  the  independent  producer  Carolco,  but  this 
transaction  has  not  yet  been  closed.  Thus,  TCI's  actual  control  over  movie  studios 
at  present  is  nonexistent. 

Of  course,  even  assuming  (contrary  to  the  facts)  that  TCI  somehow  did  control  all 
the  output  of  New  Line,  Castle  Rock  and  Carolco,  these  small  studios  represent  less 
than  6  percent  of  all  North  American  box  office  revenues  in  1992.  And  even  if  TCI 
were  to  acquire  100  percent  control  of  a  major  film  studio  (which  I  can  teU  you  is 
not  likely  to  happen),  it  would  still  not  have  a  significant  market  share  in  film  pro- 
duction or  any  interest  that  raised  any  legitimate  competitive  concerns.  Of  course, 
such  an  acquisition  might  have  one  positive  effect:  it  might  repatriate  ownership  of 
uniquelv  American  assets  from  foreign  hands. 

Mr.  Redstone  also  complained  about  the  loss  of  exclusive  film  rights  to  TCI/Lib- 
erty services.  I  might  point  out  that  it  was  the  Viacom  service  Showtime  that  first 
began  to  acquire  exclusive  rights  to  film  products,  for  the  logical  reason  that  exclu- 
sivity offered  a  way  to  competitively  differentiate  its  much  less  successful  movie 
service  from  that  sold  by  HBO.  Exclusivity  and  product  differentiation  is  a  perfectly 
legitimate  competitive  tool,  as  Viacom  continues  to  recognize;  just  two  weeks  ago, 
Viacom  signed  a  seven-year  exclusive  agreement  with  MGM.  Let's  be  clear:  When 
Mr.  Redstone  complains  about  TCI  or  Liberty  outbidding  Viacom  for  film  rights, 
what  Mr.  Redstone  is  really  complaining  about  is  competition.  He  doesn't  like  the 
fact  that  he  has  to  deal  with  a  new  and  vigorous  competitor.  Of  course.  Showtime 
has  had  enough  difficulty  just  competing  with  HBO;  it's  not  hard  to  understand  why 
Mr.  Redstone  would  be  nervous  about  any  additional  competition. 


10  A  good  illustration  of  this  point  is  sports  programming.  When  ESPN  sought  to  bid  for  NFL 
football  rights,  it  first  sought  agreement  from  cable  operators  that  they  would  be  willing  to  pay 
a  surcharge  to  cover  the  cost  of  acquiring  that  additional  programming.  Enough  operators  were 
willing  to  do  so  that  ESPN  was  able  to  bid  for  and  obtain  the  rights,  but  suppose  that  had  not 
been  the  case.  ESPN  would  still  have  been  free  to  seek  to  acquire  that  programming,  but  is 
there  £my  reason  that  a  particular  cable  operator  should  have  been  required  to  pay  additional 
fees  to  ESPN  to  cover  its  extra  costs,  assuming  ESPN  acquired  the  rights?  The  answer  is  clearly 
no,  which  is  why  ESPN  offers  a  separate  feed  on  Sunday  nights  during  the  football  season  to 
those  systems  that  do  not  wish  to  pay  the  NFL  surcharge.  Those  cable  operators  who  agreed 
to  pay  higher  fees  believed  that  the  addition  of  NFL  games  on  Sunday  night  would  make  cable 
more  attractive  to  consumers,  and  would  help  to  increase  penetration  and  reduce  chum.  But 
surely  we  should  have  the  right  to  make  that  judgment,  and  not  be  required  to  pay  for  the  pro- 
grammer's decision  to  raise  its  costs,  regardless  of  whether  we  believe  it  benefits  our  subscrib- 
ers. This  is  another  illustration  of  how  cable  operators,  if  they  wsint  to  be  successful,  must  act 
as  a  purchasing  agent  for  their  subscribers. 
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That  competition  is  going  to  exist:  the  reason  TCI/Liberty  recently  entered  into 
contracts  with  Universal  and  Disney  providing  for  exclusive  pay  cable  distribution 
rights  for  some  of  their  future  films  was  to  nelp  create  a  new  maxi-pay  service, 
STARZ!,  that  will  compete  with  HBO  and  Showtime  and  Disney  and  the  other 
movie  services.  The  film  rights  that  TCI  and  Liberty  have  acquired  from  Universal 
and  Disney  were  acquired  in  open  bidding,  are  for  limited  periods  and  overlap  only 
briefly  (the  Universal  agreement  expires  in  1998  and  most  of  the  Disney  product 
will  not  be  available  until  1997).  Even  during  the  brief  period  when  the  Universal 
and  Disney  deals  coincide,  TCI/Libertys  share  of  distribution  rights  will  be  substan- 
tially less,  for  example,  than  HBO's  share  has  been  in  recent  years. 

These  new  contracts  are  for  relatively  limited  terms  and  all  parties  will  be  free 
to  compete  for  future  rights  once  the  contract  expires.  Obviously,  Mr.  Redstone's 
complaints  are  nothing  more  than  sour  grapes  from  a  losing  bidder.  And  as  far  as 
the  allegation  that  Liberty  paid  a  "predatonly"  high  price  for  the  exclusive  rights — 
a  price  that  could  be  justified  only  by  the  anticipated  harm  to  its  competitors — this 
is  a  particularly  sillv  complaint.  If  Liberty  paid  too  high  a  price,  the  only  party  that 
will  be  injured  is  Liberty,  oecause  its  cost  of  doing  business  will  have  increasea  com- 
pared to  its  competitors.  This  is  a  particularly  good  example  of  why  competitor  com- 
plaints are  almost  always  about  too  much  competition,  not  too  little.  If  Mr.  Redstone 
put  as  much  energy  into  creating  better  products  as  he  has  historically  put  into  liti- 
gating with  his  competitors,  distributors  and  suppliers,  his  customers  (and  share- 
holders) would  be  better  served. 

C.  TCI  and  the  Antitrust  Laws 

Finally,  I  want  to  say  a  few  words  about  TCI's  approach  to  competition.  TCI  has 
been  an  aggressive  competitor,  in  the  best  American  tradition.  TCI  has  been  effec- 
tively controlled  by  a  relatively  small  group  of  shareholders,  and  thus  we  have  in 
a  very  real  sense  risked  oiir  own  money  to  invest  in  infrastructure,  programming 
and  new  technology.  We  have  not  paid  high  salaries,  but  have  instead  offered  our 
employees — including  our  senior  executives — a  partnership,  whereby  they  do  well  if 
the  coi;ipany  prospers.  TCI,  in  fact,  has  prospered,  but  it  has  done  so  by  being 
smarter,  working  harder,  and  being  willing  to  take  more  risks  than  our  competitors. 

Thus,  it  is  frustrating  to  have  our  hard  work  and  success  denigrated  by  claims 
that  we  have  acted  unfairly  or  anticompetitively,  and  thus  have  not  earned  our  suc- 
cess. We  have  earned  every  bit  of  it. 

Mr.  Redstone  in  his  earlier  appearance  before  this  Subcommittee  was  quite  vocal 
in  accusing  TCI  of  repeated  violations  of  the  antitrust  laws.  He  will  have  the  oppor- 
tunity to  put  his  facts  where  his  mouth  is  in  the  private  litigation  he  has  filed 
against  TCI  and  others.  Because  of  the  pendency  of  that  litigation,  I  am  limited  in 
what  I  can  say  about  the  specific  claims  in  his  lawsuit,  but  I  will  say  that  we  believe 
his  lawsuit  was  filed  primarily  to  gain  an  advantage  in  the  battle  for  corporate  con- 
trol of  Paramiount,  and  secondarily  to  try  to  chill  our  competitive  behavior.  It  did 
not  succeed  in  the  former  objective,  and  it  will  not  succeed  in  the  latter,  as  I  hope 
our  actions  since  the  litigation  was  begun  have  demonstrated.  The  litigation  is  base- 
less.  We  intend — ^vigorously  and  successfully — to  defend  ourselves  against  this  abuse 
of  the  judicial  process,  and  to  seek  any  and  all  possible  recompense  from  Mr.  Red- 
stone and  his  controlled  companies  for  the  costs  we  have  incurred  in  doing  so. 

With  respect  to  other  antitrust  issues  that  have  generated  some  attention,  the 
facts  are  as  follows: 

a.  Jefferson  City 

The  Jefferson  City  litigation.  Central  Tele-Communications,  Inc.  v.  TCI  Cable- 
vision,  Inc.,  800  F.2d  711  (8th  Cir.  1986),  cert,  denied,  439  U.S.  910  (1987),  involved 
a  private  lawsuit  filed  in  1983,  arising  out  of  the  renewal  of  TCI's  franchise  for  Jef- 
ferson City,  Missouri,  when  a  single  TCI  employee,  acting  outside  the  scope  of  his 
employment,  engaged  in  conduct  neither  autnorized  nor  condoned  by  TCI.  He  was 
discharged  once  TCI  learned  of  his  unauthorized  actions. 

All  of  TCI's  corporate  actions  in  connection  with  that  franchise  renewal  were  a 
good  faith  attempt  to  deal  with  the  appropriate  government  bodies  and,  when  nec- 
essary, to  seek  judicial  enforcement  of  TCI  s  rights  to  own  and  operate  the  cable  sys- 
tem franchise.  A  subsequent  and  detailed  review  of  TCI's  corporate  involvement  led 
the  FCC  to  conclude  that  the  incident  did  not  reflect  adversely  on  TCI's  corporate 
character  or  its  ability  to  serve  as  an  FCC  license  holder.  See  Tempo  Satellite,  Inc., 
7  F.C.C.  Red.  2728  (May  1,  1992).  I  should  note  that  in  1988,  Jefferson  City  renewed 
TCI's  nonexclusive  franchise  for  an  additional  eleven-year  term  and,  in  connection 
with  the  FCC  proceeding  I  just  referred  to,  TCI  received  an  unsolicited  letter  of  sup- 
port from  the  Chairman  of  the  Cable  Quality  Commission  of  Jefferson  City,  v/ho  de- 
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scribed  TCI  as  "one  of  our  community's  best  business  partners"  and  noted  the  com- 
pany's responsiveness,  cooperation  instead  of  confrontation,  quality  of  service,  and 
involvement  in  our  community."  Id.  at  2729.  To  avoid  any  situation  like  Jefferson 
City  arising  in  the  futiu-e,  TCI  has  adopted  various  measiires,  including  implemen- 
tation of  an  antitrust  compliance  program  and  establishment  of  specific  guidelines 
for  employee  behavior. 

b.  Primestar 

Earlier  this  year,  TCI  and  the  other  partners  in  the  Primestar  Partners,  L.P.  joint 
venture  to  provide  medium  power  ku-band  direct  to  the  home  broadcast  service 
("DBS")  signed  consent  agreements  with  the  Department  of  Justice  and  with  45 
state  attorneys  general,  resolving  allegations  that  the  formation  and  operation  of 
Primestar  unlawfully  restricted  competition.  We  believed  when  we  began  the 
Primestar  venture,  and  we  believe  today,  that  the  venture  was  procompetitive  in 
every  way,  and  our  original  intention  was  to  contest  vigorously  any  complaint  that 
might  be  filed.  But  the  long-running  investigation  was  having  an  adverse  effect  on 
the  operation  of  the  venture,  especially  on  the  decision  whether  to  commit  the  addi- 
tional significant  investments  required  to  compete  in  the  future.  Litigation  would 
have  continued  those  uncertainties  for  many  years.  In  addition,  the  passage  of  the 
1992  Cable  Act  had  largely  mooted  the  issues  that  were  the  focus  of  the  investiga- 
tion and  had  already  established  in  statute  most  of  the  relief  being  sought  by  5ie 
governmental  activities.  Therefore,  while  we  continue  to  believe  we  could  have  suc- 
cessfully defended  any  challenge,  it  just  didn't  make  sense  to  continue  the  debilitat- 
ing uncertainty  when  the  relief  sought  was  largely  identical  with  existing  law.  With 
this  behind  us,  we  can  concentrate  on  competing  with  Hughes  and  Hubbard. 

c.  OVC-Paramount 

Finally,  there  is  the  consent  agreement  signed  last  month  with  the  FTC  requiring 
that  TCI  and  Liberty  divest  their  ownership  interests  in  QVC  (0.8  percent  in  the 
case  of  TCI;  22  percent  in  the  case  of  Liberty)  if  QVC  is  successful  in  acquiring  a 
10  percent  or  greater  interest  in  Paramount  Communications.  I  read  with  interest 
the  testimony  from  FTC  staff  that  attempted  to  explain  their  position,  and  I  admit 
to  not  understanding  their  thinking  any  better  after  that  testimony  that  I  did  at 
the  time  we  were  negotiating.  The  FTC  witness  seemed  (to  me,  at  least)  unusually 
willing  for  a  government  prosecutor  to  speculate,  without  the  benefit  of  facts,  about 
theoretical  possibilities  that — if  you  understood  the  facts— just  don't  exist  in  the  real 
world. 

I  understand,  Mr.  Chairman,  that  you  have  praised  this  decree  as  preventing 
some  significant  competitive  harm,  but  with  all  due  respect,  I  think  you  (and  the 
FTC  staff)  are  misinformed.  As  I  have  explained  earlier  in  this  testimony,  the  TCI/ 
Liberty  interests  in  programming  services  are  minuscule  and  raise  no  serious  issues 
of  competitive  concern.  Certainly,  "the  successful  acquisition  of  Paramount  by  QVC, 
which  would  have  resulted  in  TCI/Liberty  having  only  a  10  percent  attributed  inter- 
est in  Paramount,  would  not  have  changed  this  conclusion. 

Unfortunately,  we  didn't  have  the  time  to  educate  the  FTC  staff  on  these  points, 
because  QVC  would,  as  a  practical  matter,  have  been  prevented  from  competing  for 
Paramount  merelv  by  the  existence  of  an  investigation.  Therefore,  because  our  QVC 
position  was  a  relatively  small  one,  and  because  QVC  was  able  to  find  other  inves- 
tors, we  decided  to  just  get  out  of  the  way  and  let  the  Paramount  contest  continue. 
I'm  glad  we  were  able  to  do  so,  or  else  the  recent  Delaware  Court  decision  striking 
down  the  most  egregious  features  of  the  sweetheart  deal  between  Mr.  Redstone  and 
Mr.  Davis  would  likely  have  been  mooted.  I  am  delighted  to  see  the  Paramount 
board  now  apparently  will  allow  a  fair  bidding  competition,  and  I  wish  Barry  Diller 
and  his  partners  well. 

We  certainly  did  not  believe  that  our  QVC  investment  raised  any  legitimate  anti- 
trust issue  and  we  note  that  the  consent  agreement  was  not  based  on  any  thorough 
review  by  the  FTC  or  its  staff  of  the  facts  or  legal  issues  associated  with  the  owner- 
ship of  programming  interests  by  cable  operators.  Indeed,  two  of  the  five  FTC  Com- 
missioners voted  against  accepting  the  decree  because  they  felt  that  there  was  no 
sufficient  basis  to  support  any  reason  to  believe  that  the  antitrust  laws  would  have 
been  violated  by  a  QVC  acquisition  of  Paramount. 

It  is  also  relevant  to  point  out  that  the  only  time  that  the  FTC  has  addressed  the 
merits  of  these  issues  with  a  full  investigation — in  the  1990  proposed  acquisition  by 
TCI  of  a  50  percent  ownership  interest  in  Showtime  Networks — it  concluded  that 
no  competitive  concerns  existed  and  approved  the  acquisition  (which  was  not  con- 
summated for  unrelated  reasons).  Of  course,  in  that  investigation  Viacom  argued 
strenuously  (along  with  TCI)  to  the  FTC  that  there  was  no  vertical  problem.  Appar- 
ently Mr.  Redstone's  views  depend  on  the  circumstances. 
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III.  CONCLUSION 


The  next  several  years  will  see  changes  in  how  we  communicate  with  each  other 
that  are  hard  for  most  to  even  grasp  conceptually.  The  Bell  Atlantic/TCI  merger  will 
be  an  agent  of  that  change,  and  we  all  will  be  the  beneficiaries.  Change  always  cre- 
ates uncertainties,  and  uncertainties  cause  fear  in  some,  but  we  must  not  let  those 
fears  prevent  us  from  reaching  for  the  opportunity  before  us. 

I  hope  this  testimony  has  been  helpful  to  the  Subcommittee,  and  I  stand  ready 
to  answer  your  questions. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Malone.  As  I 
said  to  you  yesterday,  you  are  a  very,  very  able  business  person, 
a  very  aggressive  business  person,  and  you  have  been  incredibly 
successful.  Although  many  of  my  colleagues  and  I  have  serious 
questions  about  whether  you  overstepped  the  bounds  of  fairness  in 
building  your  cable  empire — and  you  have  heard  of  those  com- 
plaints, some  of  which  have  been  enunciated  by  the  Vice  President 
of  the  United  States  when  he  was  a  member  of  the  Senate — we  al- 
ways expected  you  to  be  the  leading  business  threat  to  the  Bell 
companies  and  the  local  telephone  monopolies. 

We  thought  that  you,  through  your  operations,  would  be  able  to 
go  in  and  compete  with  those  telephone  companies,  and  we  thought 
likewise  that  the  telephone  companies  would  be  able  to  come  in 
and  compete  with  cable  operators.  I  have  been  impressed  with  your 
past  statements  about  TCFs  investments,  new  technologies,  strate- 
gic network  upgrades,  and  ability  to  do  hand-to-hand  combat  with 
the  telephone  industry.  They  led  me  to  believe,  along  with  many 
others  in  Congress,  that  TCI  would  use  its  one-million-plus  sub- 
scriber base  in  the  Bell  Atlantic  region  to  tear  down  the  walls  of 
that  local  telephone  monopoly.  We  thought  you  would  go  head-to- 
head,  and  we  were  looking  forward  to  that.  That  was  what  Senator 
Kerrey  was  talking  about,  consumers  having  a  choice. 

Assuming  you  had  decided  to  compete  instead  of  combine  with 
Bell  Atlantic,  could  you  have  adapted  your  cable  systems  to  com- 
pete with  Bell  Atlantic  in  its  service  territory? 

Mr.  Malone.  Yes;  we  believe  that  we  could  compete  quite  effec- 
tively against  any  one  local  telephone  company  or  any  one  market, 
but  our  problem  is  we  have  to  compete  with  them  all  on  a  national 
basis  and  we  simply  don't  have  the  resources  to  do  that. 

Senator  Metzenbaum.  Why  do  you  have  to  compete  with  them 
all?  Why  couldn't  you  have  gone  into  the  Bell  Atlantic  area  or 
Southwestern  Bell  area  or  whatever  the  other  areas  are  called? 
Why  couldn't  you  have  gone  in  one  by  one  and  established  yourself 
and  then  move  from  that  market  into  another? 

Mr.  Malone.  There  simply  wouldn't  be  time.  While  we  would  be 
competing  with  Bell  Atlantic,  say,  in  the  Washington  market,  the 
other  seven  telephone  companies  would  be  overbuilding  us  in  the 
rest  of  the  country  and  we  would  be  losing  market  share  and  not 
able  to  offset  that  by  offering  telephony  in  those  markets.  So  it  is 

the  scope.  ,    -u- 

Senator  METZENBAUM.  Do  you  mean  they  would  be  overbuildmg 
you  in  the  cable  area  or  they  would  be  overbuilding  you  in  the  tele- 
phone area? 

Mr.  Malone.  Well,  for  instance,  let  us  take  suburban  Chicago 
where  we  operate.  Ameritech  would  be  constructing  cable  video  ca- 
pability against  us  in  suburban  Chicago  while  we  were  construct- 
ing telephone  plant  against  Bell  Atlantic  in  Washington  and  they 
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were  constructing  video  against  us.  It  would  be  a  seven-  or  eight- 
front  struggle  for  us  and  we  just  don't  have  the  resources  for  that. 

I  think  what  leads  to  this  model,  this  pairing-up  model,  is  that 
you  won't  have  TCI  competing  with  Bell  Atlantic  in  Washington, 
DC,  but  the  people  that  we  trade  or  sell  the  Washington,  DC,  cable 
system  to  will  then  be  competing  against  Bell  Atlantic  in  Washing- 
ton, DC,  and  that  may  well  be  another  telephone  company  or  an- 
other cable  company  with  telephone  company  partnering. 

Senator  Metzenbaum.  Doesn't  your  proposed  deal  with  Bell  At- 
lantic create  one  company  which  is  so  much  bigger  than  any  other 
combination  of  phone  and  cable  companies  that  you  will  actually  be 
able  to  dominate  the  cable,  telephone,  and  new  communications 
markets  for  decades? 

Mr.  Malone.  I  don't  believe  so.  I  think  the  numbers  that  have 
been  in  the  press  and  that  you  recited  earlier  are  overstated.  Our 
analysis  is  that  we  will  represent,  combined  with  Bell  Atlantic — 
and  assuming  that  we  are  able  to  trade  all  of  our  cable  systems  in 
the  Bell  Atlantic  for  like  systems  elsewhere,  we  will  end  up  with 
22  percent  of  the  cable  market,  of  the  industry,  in  effect,  under  our 
facilities,  or  somewhere  around  25  percent  of  the  households  in  the 
country. 

Keep  in  mind,  in  those  markets  we  will  be  facing  competitors 
automatically  doing  the  opposite  of  us  because  we  envisage  that 
what  will  happen  here  is  the  entire  cable  industry  will  now  align 
with  telephony  and  offer  telephone  services  and  the  entire  tele- 
phone industry  will  go  into  the  cable-like  business.  So  you  will  see 
a  head-to-head  competition  on  a  national  basis,  and  we  think  it  will 
happen  quite  rapidly. 

If  you  look  at  the  announcements  that  have  come  since  our  an- 
nouncement, yes,  there  have  been  a  number  of  announcements  of 
telephone  company  investments  in  cable,  but  there  also  have  been 
a  lot  of  announcements  of  telephone  companies  announcing  major 
rebuild  programs.  PacTel  has  done  that,  and  I  understand 
Ameritech  is  about  to  announce  a  similar  total  upgrade  of  their 
system.  So  what  you  can  see  happening  is  that  this  is  going  to  be 
a  real  competitive  struggle  between  large,  well-financed  companies. 

Senator  Metzenbaum.  But  as  I  see  it  and  as  most  objective  ob- 
servers see  it,  you  are  really  the  big  gorilla.  You  start  off  with  25 
percent  of  the  households  and  then  you  have  Bell  Atlantic's  15  mil- 
lion households,  and  you  are  getting  up  to  a  point  where  others 
may  compete,  but  the  fact  is  you  stand  out.  You  are  preeminent  in 
the  power  that  you  have  by  being  in  that  many  households  and  in 
being  out  there  first  among  many. 

Mr.  Malone.  Actually,  you  can't  just  add  those  two  numbers  be- 
cause the  telephone  industry  has  virtually  universal  penetration, 
whereas  the  cable  industry  is  not  highly  penetrated.  It  is  only  60 
percent  penetrated.  So  the  real  arithmetic — and  we  have  submitted 
in  our  testimony  the  calculations — is  22  percent  of  cable  or  teleph- 
ony households  would  be  our  market  share. 

Senator  Metzenbaum.  What  other  combination  of  cable  and 
phone  companies  has  as  many  subscribers  and  owns  as  much  pro- 
gramming— and  that  is  where  you  are  preeminent  and  dominant — 
as  TCI  and  Bell  Atlantic  combined? 
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Mr.  Malone.  Well,  Time  Warner-US  West  will  have  fewer  cable 
customers,  roughly  the  same  percentage  of  the  population,  and  a 
lot  stronger  position  in  programming  than  we  have.  The  revenues 
of  Time  Warner  are  three  times  the  revenues  of  TCI. 

Senator  Metzenbaum.  But  with  Bell  Atlantic,  it  is  a  totally  dif- 
ferent deal. 

Mr.  Malone.  With  Bell  Atlantic,  TCI-Bell  Atlantic  revenues,  I 
believe,  are  $16  billion,  combined,  today,  and  the  revenues  of  Time 
Warner  are  $13  billion  today,  and  then  if  you  add  US  West  reve- 
nues to  Time  Warner  revenues,  because  they  are  on  the  same 
team 

Senator  Metzenbaum.  But  Time  Warner  has  in  it  other  factors, 
such  as  Time  Magazine  and  the  other  magazines. 

Mr.  Malone.  Yes,  they  do,  but  the  bulk  of  their  activities  are  in 
electronic  programming — HBO,  Warner  Brothers  Studios,  the 
music  business,  and  so  on. 

Senator  Metzenbaum.  But  the  Time  Warner-US  West  deal  is  a 
joint  venture,  not  a  merger,  as  in  your  case.  Isn't  that  so? 

Mr.  Malone.  That  is  correct. 

Senator  Metzenbaum.  Mr.  Malone,  during  our  last  two  hearings, 
antitrust  authorities,  industry  experts,  and  consumer  witnesses 
have  expressed  strong  concern  that  your  proposed  merger  with  Bell 
Atlantic  will  reduce  the  likelihood  of  head-to-head  competition  be- 
tween local  telephone  and  cable  monopolies  in  each  other's  mar- 
kets. Frankly,  I  agree  with  them. 

I  think  many  of  us  were  looking  forward  to  that  time  when  the 
cable  companies  were  going  to  move  in  and  compete  with  the  tele- 
phone companies  with  telephonic  services,  and  vice  versa,  the  tele- 
phone companies  moving  in  and  competing  with  the  cable  compa- 
nies. I  would  be  surprised  and  disappointed  if  your  proposed  merg- 
er was  not  significantly  modified  by  the  Department  of  Justice.  I 
would  be  greatly  disappointed  and,  I  must  say,  shocked  if  they 
didn't. 

In  1989,  you  told  the  Senate  Commerce  Committee  that  if  local 
telephone  companies  enter  the  cable  business  using  their  telephone 
wires,  it  would  hold  "implications  for  democracy  that  are  poison- 
ous." You  also  said, 

I  do  not  believe  telephone  companies  possess  any  economic  or  technological  advan- 
tage as  a  video  delivery  mechanism.  To  attempt  to  serve  all  communications  needs 
through  a  single  telephone  wire  would  require  massive  subsidies  by  telephone  rate- 
payers. 

If  you  believe  that  local  telephone  companies  like  Bell  Atlantic 
are  so  dangerous  to  democratic  values — and  maybe  you  have 
changed  your  mind  now — and  require  subsidies  from  consumers  to 
offer  new  services,  why  is  your  proposed  merger  in  the  public  inter- 
est? 

Mr.  Malone.  Well,  I  think  that  you  have  to  look  at  it  in  context. 
This  is  going  to  be  a  competitive  arena,  not  a  monopoly  arena. 

Senator  Metzenbaum.  Explain  that  a  little. 

Mr.  Malone.  Well,  what  is  going  to  happen  here  is  that  there 
is  an  incumbent  cable  operator  in  every  market  and  there  is  an  in- 
cumbent telephone  provider  in  every  market,  and  those  assets  will 
be,  under  this  proposed  merger,  competing  with  each  other  and 
owned  by  totally  independent  entities.  So  we  will  be  in  a  world 
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where  there  are  two  wires,  basically,  both  of  which,  incidentally, 
need  to  be  upgraded.  Neither  of  those  current  wires  is  capable  of 
doing  the  kinds  of  things  that  we  want  them  to  do. 

So  both  industries,  whether  they  are  hybridized  or  whether  they 
are  polarized,  need  to  upgrade  their  facilities  in  order  to  do  the 
kinds  of  things  that  we  have  been  discussing,  and  they  will  com- 
pete vigorously.  So  I  think  that  the  world  of  the  future  is  not  going 
to  be  two  regulated  monopolies  largely  kept  on  either  side  of  the 
fence  by  regulatory  barriers,  but  I  think  it  is  going  to  be  two  com- 
petitors, or  more,  in  every  market  slugging  it  out  probably  on  a  na- 
tional scale,  and  a  lot  sooner  than  anybody  thinks. 

A  harbinger  of  that  is,  for  instance,  the  investment  by  Bell  Can- 
ada in  Jones  Intercable  which  operates  cable  systems  in  Maryland, 
and  they  fully  intend  to  offer  telephony  services  here  against  Bell 
Atlantic,  or  Southwestern  Bell's  investment  in  Hauser  Communica- 
tions in  suburban  Washington  where  they  fully  intend  to  offer  tele- 
phone service,  in  addition  to  the  cellular  service  they  presently 
offer  and  the  directory  services  they  offer. 

So  my  view  is  that  these  telephone  companies,  in  effect,  are  in- 
vesting in  cable  so  that  they  can  do  battle  with  each  other.  This 
is  going  to  be  a  rather  broad-based  and  rather  massive  slugfest,  I 
think,  and  I  think  the  consumers  will  benefit  because  they  will 
have  choice  and  they  will  have  an  acceleration  of  the  benefits  of 
these  new  technologies. 

Senator  Metzenbaum.  I  sort  of  feel  as  if  I  am  hearing  from  the 
new  John  Malone  today  saying  a  little  different  things  than  we  in 
Congress  heard  from  the  earlier  John  Malone. 

Mr.  Malone.  Well,  this  technology  is  moving  very  fast.  Senator; 
it  really  is. 

Senator  Metzenbaum.  I  agree,  and  so  are  TCI  and  Bell  Atlantic 
if  we  don't  slow  them  down. 

This  deal  will  only  be  competitive  if  we  can  get  to  the  point  of 
full  head-to-head  competition.  Now,  you  have  previously  said  that 
telephone  companies  could  prevent  competition  from  developing. 
What  has  changed? 

Mr.  Malone.  Well,  I  think  telephone  companies  can.  The  way 
the  law  is  currently  structured,  it  is  very  difficult  for  a  cable  com- 
pany to  enter  the  telephone  business.  We  have  a  venture  that  we 
are  in  called  Teleport  which  is  currently  seeking  to  enter  the  tele- 
phone business,  providing  alternate  access  to  long-distance  car- 
riers, and  in  some  States  that  is  permitted  and  in  other  States  it 
is  precluded.  I  mean,  in,  I  think  it  is  Washington  State,  for  in- 
stance, it  is  illegal  for  us  to  offer  telephone  service.  It  is  a  State- 
granted  monopoly  to  US  West. 

State  by  State,  there  are  enormous  regulatory  barriers  to  the 
entry  of  a  cable  company  into  any  of  these  telephonic-like  busi- 
nesses. We  fully  expect  that  Congress  will  see  the  wisdom  of  elimi- 
nating all  barriers  to  entry  and  allow  competition  to  really  go  at 
it  and  only  intervene  and  regulate  where  m.onopoly  power  exists. 

Senator  Metzenbaum.  Well,  you  don't  deny  the  fact  that  over  a 
period  of  years  you  have  told  Congress  that  local  telephone  monop- 
olies have  the  incentive  and  ability  to  abuse  their  monopoly  power 
as  they  move  into  the  cable  business?  You  have  testified  to  that. 
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Mr.  Malone.  I  think  that  is  correct.  In  the  absence  of  competi- 
tion, and  so  long  as  they  are  regulated  on  rate  of  return  of  invested 
capital,  I  think  they  have  to  be  watched  very  closely  against  cross- 
subsidy  problems. 

Senator  Metzenbaum.  Well,  you  are  now  telling  us  that  cable 
companies  have  to  go  into  partnership  with  local  phone  companies 
in  order  to  survive,  in  order  to  provide  the  financial  wherewithal. 
Doesn't  this  mean  that  you  are  just  giving  up  on  competition  in  al- 
lowing Bell  Atlantic  to  buy  you  out  for  a  hefty  price  because,  frank- 
ly, as  a  businessman  that  is  more  profitable  for  you  than  trying  to 
compete  head  to  head? 

Mr.  Malone.  Well,  first  of  all,  we  are  taking  their  stock,  not  any 
cash.  This  is  a  1990's  transaction,  no  cash. 

Senator  METZENBAUM.  That  ain't  exactly  hay,  taking  Bell  Atlan- 
tic's stock. 

Mr.  Malone.  Well,  it  is  also  restricted.  I  won't  be  able  to  sell  it 
for  a  long  period  of  time. 

Senator  Metzenbaum.  How  long? 

Mr.  Malone.  I  think  5  years  is  the  current  contract,  and  it  will 
have  no  dividend,  by  the  way,  for  5  years.  That  was  another  part 
of  the  understanding  because  we  believe  in  growth.  We  believe  that 
dividends  ought  to  be  put  back  into  the  business  and  not  distrib- 
uted. 

But,  no,  I  don't  think  that  I  have  given  up  on  competition  and 
I  am  selling  out  or  that  the  phone  companies  are  going  to  destroy 
us.  I  think  this  is  the  fastest  way  to  get  our  society  where  it  needs 
to  get.  I  think  this  is  the  best  way  to  fulfill  the  vision  that  I  have 
had  since  I  was  a  little  member  of  the  technical  staff  at  Bell  Lab- 
oratories 26  years  ago.  This  is  sort  of  the  promised  land  if  you  are 
a  communications  guy. 

Senator  Metzenbaum.  The  promised  land,  I  think,  Mr.  Malone, 
has  just  been  reached.  You  will  receive  about  $1  billion  in  stock. 
That  sounds  as  if  you  have  pretty  much  arrived  at  the  promised 
land. 

Mr.  Malone.  Yes;  you  know,  I  have  been  well  rewarded  if  this 
transaction  happens  or  if  it  doesn't.  Our  shareholders  have  done 
very  well.  TCI,  because  of  the  strategies  we  have  pursued,  has  been 
a  good  investment  vehicle  for  its  shareholders.  We  have  grown  our 
market  capitalization  by  5,000  times  in  the  last  17  years.  So,  yes, 
it  has  been  quite  successful  and  I  and  the  rest  of  the  shareholders 
have  participated  in  that  success,  and  I  think  that  is  the  American 
way.  That  is  a  tribute  to  America. 

Senator  Metzenbaum.  I  am  going  to  turn  this  over  to  Senator 
Thurmond  for  some  questions  on  his  side.  I  think  I  have  had  about 
15  minutes.  Senator  Thurmond,  I  am  going  to  excuse  myself  for  a 
minute  or  two. 

Senator  Thurmond.  Thank  you.  Mr.  Malone,  I  have  several 
questions,  if  you  would  answer  them  as  briefly  as  possible,  please. 
Mr.  Malone,  we  have  heard  all  sorts  of  allegations  about  you  and 
TCI.  Can  you  tell  us  what  motivated  you  to  build  TCI  into  what 
it  is  today  and  then  to  agree  to  merge  with  Bell  Atlantic? 

Mr.  Malone.  I  think  what  motivated  us  to  build  the  company 
was  the  opportunity  to  do  it.  It  was  there.  A  group  of  people  got 
together  and  liked  each  other  and  wanted  to  work  together  and 
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saw  this  opportunity  to  build  a  business,  enjoyed  it.  We  enjoy  work- 
ing together,  we  enjoy  what  we  do,  and  it  has  been  a  wonderful  ex- 
perience, not  always  smooth  sailing,  but  a  wonderful  experience. 

I  think  what  motivates  us  now  to  combine  with  Bell  Atlantic  is 
it  has  just  gotten  too  big  for  us.  We  just  personally  don't  have  the 
skills 

Senator  Thurmond.  It  has  gotten  too  big.  Do  you  mean  TCI  ha^ 
gotten  too  big? 

Mr.  Malone.  No;  I  mean  the  opportunities  have  gotten  too  big. 
We  are  a  very  small  management  team;  there  is  just  a  handful  of 
people.  We  are  very  lean.  Probably,  one  of  the  reasons  all  of  these 
stories  go  around  about  us 

Senator  Thurmond.  What  advantage  do  you  see  in  merging  with 
Bell  Atlantic? 

Mr.  Malone.  They  have  a  very  powerful  balance  sheet,  a  lot  of 
capital  resources.  They  have  a  lot  of  political  skill  and  they  have 
a  lot  of  people  who  understand  the  telephone  business  quite  well, 
and  they  are  laying  them  off  and  we  need  to  hire  them.  I  mean, 
it  is  basically  as 

Senator  Thurmond.  Are  you  doing  that  because  it  is  going  to 
help  you,  or  is  it  going  to  help  Bell  Atlantic? 

Mr.  Malone.  Well,  it  has  to  be  mutual  or  they  wouldn't  do  it. 
I  think  they  believe  it  is  a  good  investment  for  their  shareholders 
and  a  good  deployment  and  expansion,  and  we  believe  likewise. 

Senator  Thurmond.  Mr.  Malone,  regardless  of  the  merits  of  any 
of  the  allegations  being  made  against  TCI,  what  importance  do  you 
think  should  be  given  to  such  conduct  in  an  antitrust  evaluation 
of  the  TCI-Bell  Atlantic  merger? 

Mr.  Malone.  Well,  first  of  all,  I  think  you  have  to  understand 
that  most  of  these  stories — I  am  sort  of  an  easy  proxy  for  the  cable 
industry,  so  a  lot  of  these  stories  really  are  aimed  at  the  cable  in- 
dustry, but  they  use  my  name. 

Second  of  all,  a  lot  of  these  allegations  are  coming  from  competi- 
tors who  have  very  strong  vested  interests  and  strong  motives. 
And,  finally,  I  guess  the  strongest  thing  I  can  say  is  by  letting  Bell 
Atlantic  acquire  TCI,  you  kind  of  get  rid  of  me.  [Laughter.] 

Senator  Thurmond.  Do  you  want  to  be  gotten  rid  of? 

Mr.  Malone.  To  a  substantial  degree,  yes.  I  want  to  go  back  and 
spend  more  of  the  rest  of  my  life  inventing  things. 

Senator  Thurmond.  You  have  already  made  your  fortune  and 
now  you  want  to  begin  to  take  it  easy? 

Mr.  Malone.  No;  I  think  I  really  want  to  do  things  that  really 
interest  me  more  than 

Senator  Thurmond.  Than  making  money? 

Mr.  Malone,  Than  running  a  big  company,  yes. 

Senator  Thurmond.  Mr.  Malone,  can  you  please  discuss  the  new 
tjrpes  of  products  or  services  that  consumers  may  be  offered  as  a 
result  of  the  TCI-Bell  Atlantic  merger  that  would  not  occur  at  all 
or  as  quickly  in  the  absence  of  the  merger? 

Mr.  Malone.  Yes;  I  think  the  first  services  that  we  will  see  are 
video  on  demand,  interactive  video  services.  I  think  you  will  start 
seeing  those  quite  rapidly.  I  know  Bell  Atlantic  is  deplo5dng  them 
on  a  test  basis  in  suburban  Washington  next  year.  That  is  the  first 
service,  but  there  is  a  broad  set — inexpensive  PCS  service;  cellular 
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phone  service,  you  know,  that  people  can  afford;  video  telephones; 
just  a  broad  range  of  new  communications  services. 

Senator  THURMOND.  Those  are  the  benefits  you  see  by  the  merg- 
er? 

Mr.  Malone.  Yes,  sir. 

Senator  Thurmond.  Any  other  benefits? 

Mr.  Malone.  A  real  surge  in  employment.  I  think  we  can  help 
create  a  big  export  industry.  I  think  we  can  put  America  back  in 
the  lead  in  the  electronics  industry,  both  hardware  and  software. 
I  think  we  can  have  a  very  robust  industry.  I  think  we  can  employ 
a  lot  more  people  in  the  creation  of  entertainment  software. 

Senator  Thurmond.  Now,  Mr.  Malone,  after  the  TCI-Bell  Atlan- 
tic merger,  do  you  expect  that  it  will  be  necessary  to  upgrade  Bell 
Atlantic's  copper  wire  system  in  the  Bell  Atlantic  region  before  it 
will  be  possible  to  offer  sufficient  video  services  to  compete  effec- 
tively with  cable  systems? 

Mr.  Malone.  I  believe  that  is  correct.  I  think  they  can  offer  some 
video  services  over  their  existing  plant,  but  to  really  be  fully  com- 
petitive they  are  going  to  have  to  upgrade  their  facilities. 

Senator  Thurmond.  Mr.  Malone,  after  the  TCI-Bell  Atlantic 
merger,  how  quickly  do  you  expect  Bell  Atlantic  to  offer  video  serv- 
ices in  its  region  that  are  extensive  enough  to  cause  significant 
numbers  of  consumers  to  give  up  their  existing  cable  service? 

Mr.  Malone.  Well,  I  think  that  they  have  announced  a  roll-out 
plan  or  an  expansion  plan  for  the  upgrade  of  their  facilities.  As  I 
remember,  it  was  1  million  lines  a  year  and  they  have  got  10  mil- 
lion residential  lines.  So  it  is  about  a  10-year  program  for  them  to 
fully  upgrade  their  plant,  but  I  would  think  the  initial  10  percent 
v/ould  get  the  benefit  within  2  years. 

Senator  Thurmond.  Mr.  Malone,  could  you  please  explain  in 
more  detail  your  statement  about  the  allegations  against  TCI  being 
resolved  by  statutory  provisions  in  the  1992  Cable  Act,  and  wheth- 
er this  relates  to  the  August  TCI  memorandum  about  raising  rates 
which  appeared  in  the  Washington  Post  on  the  morning  of  our  No- 
vember telecommunications  hearing? 

Mr.  Malone.  Actually,  my  comment  was  referring  to  the  1984 
Cable  Act  which  established  due  process  procedures  for  cities  and 
cable  companies  to  resolve  differences.  The  incident  of  the  memo- 
randum to  employees  was  very  unfortunate.  It  contradicted  a  writ- 
ten company  policy  to  managers  that  had  been  sent  out  some  time 
before  that  which  itself  in  three  different  locations  admonished  our 
managers  not  to  try  and  blame  the  Government  for  any  of  the 
changes  that  were  taking  place. 

Senator  Thurmond.  Mr.  Malone,  neither  TCI  nor  Bell  Atlantic 
have  ever  had  much  competition  in  the  regions  they  serve.  Do  you 
think  that  once  the  two  companies  are  combined,  they  will  seek  to 
compete  vigorously,  and  if  so,  why? 

Mr.  Malone.  I  think  if  we  don't,  v/e  will  be  out  of  business.  This 
is  going  to  become  a  very  competitive  environment.  With  the  bar- 
riers to  entry  coming  down  and  with  the  large  organizations  who 
have  an  interest  in  entering  the  business  circling,  this  is  going  to 
be  very  competitive  and  we  are  going  to  either  have  to  learn  to 
compete  aggressively  or  we  are  going  to  fail. 
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Senator  Thurmond.  Mr.  Malone,  in  your  written  testimony  you 
suggest  that  many  consumers  might  have  four  or  more  providers 
of  video  services  within  6  years.  Even  with  telephone  companies 
providing  new  competition,  on  what  basis  do  you  think  it  would  be 
economically  feasible  to  have  so  many  overlapping  and  competing 
systems? 

Mr.  Malone.  Well,  we  know  that  there  are  right  now  two  dis- 
tinct satellite  delivery  systems  for  delivery  services.  We  think  that 
the  most  powerful  one  has  been  launched  today,  which  is  the 
j  Hughes  direct  TV  system  which  will  cover  all  of  the  United  States 
I  and  some  of  Canada  and  Mexico.  We  think  it  can  be  quite  success- 
I  ful.  If  it  only  serves  rural  subscribers,  it  will  be  quite  successful. 
I  We  think  it  will  take  a  market  share,  also,  in  metropolitan  areas. 
'  So  it  will  be  successful,  in  my  opinion. 

We  will  have  the  incumbent  cable  operator  and  then  we  will  have 
the  telephone  company  adding  video  services  to  his.  That  is  three. 
We  also  currently  have  two  other  satellite  systems  and  we  have  the 
prospects,  I  think,  of  other  wireless  technologies  for  also  entering 
the  business.  So  there  are  at  least  five  or  six  multichannel  elec- 
tronic delivery  technologies  that  I  think  will  exist. 

The  reason  why  two  wires  can  work  is  simply  that  they  will  be 
not  just  dividing  up  the  existing  revenues  from  cable  and  tele- 
phone, but  they  will  be  creating  entirely  new  services  which  will 
generate  substantial  new  revenues,  and  that  will  be  what  makes 
this  whole  thing  work. 

Senator  Thurmond.  Thank  you,  Mr.  Malone.  Thank  you,  Mr. 
Chairman. 

Senator  Metzenbaum.   Thank  you  very  much.   Senator  Thur- 
1  mond.  We  are  delighted  this  morning  that  Senator  Leahy,  a  mem- 
!  ber  of  the  Judiciary  Committee,  has  joined  us.  Senator  Leahy,  if 
you  have  a  statement  or  any  questions,  please  proceed. 

STATEMENT  OF  HON.  PATRICK  J.  LEAHY,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  VERMONT 

Senator  Leahy.  Thank  you,  and  I  will  be  very  brief,  Mr.  Chair- 
man. I  have  been  watching  the  hearings  from  my  office  and  I  want- 
ed to  come  over  to  ask  permission  to  be  able  to  submit  a  couple  of 
questions  for  the  record.  I  might  say,  Mr.  Malone,  these  questions 
will  be  focused  on  the  implications  of  the  telecommunications 
megamergers  for  rural  areas.  About  a  quarter  of  our  population  in 
the  United  States  lives  in  rural  areas.  My  State,  the  State  of  Ver- 
mont, is  very  much  rural,  and  I  am  concerned  about  how  we  get 
cable  to  Vermonters.  I  live  in  a  place  in  Vermont  where  I  get  one- 
and-a-half  channels.  I  sometimes  think  when  I  come  down  here  and 
get  18  zillion  that  I  am  not  sure  which  is  better.  [Laughter.] 

There  are  obvious  questions  that  can  be  raised  for  both  you  and 
the  other  witnesses  who  are  here,  including  Mr.  Diller:  how  do  you 
reach  rural  customers,  but  also  how  you  do  it  with  a  cost  that  re- 
flects both  what  they  can  afford  to  pay  and  what  you  can  afford 
when  you  don't  have  the  density  of  an  urban  area.  So  I  will  submit 
those. 

Mr.  Chairman,  I  just  want  to  say  I  appreciate  the  fact  that  you 
are  having  this  hearing.  This  is  one  of  those  subjects  that  an  awful 
lot  of  people  talk  about  back  home,  and  a  lot  of  people  are  con- 
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cerned.  Every  one  of  us  wants  to  see  this  country  go  forward  and 
use  the  amazing  technological  advances  which  are  here  and  the 
ones  which  will  be  here  5  or  6  years  from  now  that  even  someone 
as  expert  as  yourself  probably  wouldn't  even  be  able  to  fully  pre- 
dict. But  I  also  think  we  have  to  advance  in  such  a  way  that  we 
keep  the  kinds  of  freedoms  and  flexibility  we  are  accustomed  to. 

So,  Mr.  Chairman,  that  is  all  I  have  to  say,  and  I  will  be  reading 
the  transcript  of  this  hearing  and  the  answers  to  the  questions 
with  a  great  deal  of  interest. 

Senator  Metzenbaum.  If  you  will  be  good  enough  to  just  make 
your  questions  available,  we  will  put  them  in  the  record. 

Senator  Leahy.  We  will  have  them  before  noon.  Thank  you. 

Senator  Metzenbaum.  Thank  you  very  much,  Senator  Leahy. 

[The  questions  of  Senator  Leahy  follow:] 

Questions  From  Senator  Leahy  for  Dr.  John  C.  Malone 

Question  1.  In  some  rural  areas  in  Vermont  people  have  been  waiting  for  cable 
to  come  to  town  for  a  long  time,  and  they  are  still  waiting.  The  low  density  of  homes 
in  rural  areas  discourage  cable  companies  from  investing  in  the  necessary  infra- 
structvire  to  install  cable.  I  fear  that  rural  Vermonters  and  Americans  living  in  rural 
areas  all  around  the  country,  who  are  forgotten  by  the  large  cable  companies  today, 
may  be  left  off  the  information  superhighway  planned  for  the  future. 

How  do  you  think  that  a  merged  cable  and  local  telephone  company  will  help  in 
the  delivery  of  video  programming  to  rural  Americans? 

Question  2.  Smaller  cable  companies  in  my  State  are  very  concerned  about  tele- 
phone companies  getting  into  the  cable  business.  Many  of  these  cable  companies 
have  made  admirable  efforts  to  reach  rural  customers  and  believe  telephone  compa- 
nies wiU  not  make  this  effort. 

Is  this  concern  justified? 

Question  3.  Even  those  Vermonters  living  in  areas  serviced  by  cable,  do  not  have 
access  to  diverse  programming  because  they  cannot  afford  it.  I  have  received  numer- 
ous complaints  from  vermonters  about  their  basic  and  first  tier  cable  services  being 
combined  at  costs  they  cannot  afford.  How  can  we  be  sure  that  the  concentration 
of  two  monopolies  of  telephone  and  cable  companies  into  one  bigger  company,  will 
increase  competition  and  lower  their  costs? 

Question  4.  You  mentioned  during  your  testimony  that  the  laws  granting  antitrust 
protections  for  joint  ventures  in  research  and  development  are  very  helpful.  Why 
wovild  these  ventures  not  suffice  to  bring  the  information  superhighway  to  Ameri- 
cans rather  than  the  mega-mergers  of  telephone  and  cable  companies? 

Question  5.  What  in  your  view  is  the  future  of  compulsory  Ucensing? 

Questions  From  Senator  Leahy  for  Mr.  Barry  Diller 

Question  1.  How  can  we  be  sure  that,  if  the  consolidation  of  cable,  programming 
and  telephone  companies,  continues  to  go  forward,  there  will  be  both  competition 
in  price  and  in  the  ideas  shown  on  TV? 

Question  2.  Under  the  1992  Cable  Act,  cable  operators  of  a  certain  size  are  re- 
quired to  devote  one-liiird  or  more  of  their  channel  capacity  to  local  broadcast  sta- 
tions. This  requirement  was  an  effort  to  ensure  diversity  in  programming  and  local 
stations'  access  to  cable  customers.  Several  cable  operators  are  challenging  this  rule, 
and  arguments  are  scheduled  next  month  before  the  Supreme  Court.  If  the  cable 
operators  prevail  in  that  suit,  and  power  over  programming  and  distribution  contin- 
ues to  become  more  concentrated  in  fewer  companies,  how  will  we  assure  local  sta- 
tions access  to  cable  systems? 

Question  3.  In  my  state,  if  you  live  in  an  area  without  cable  service,  you  may  only 
be  able  to  get  2  or  3  TV  channels  clearly.  Rural  consumers  want  access  to  the  diver- 
sity of  video  programming  that  people  in  larger  urban  areas  are  able  to  enjoy.  If 
the  market  becomes  more  vertically  concentrated,  with  the  same  companies  owning 
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the  programming  and  distribution  systems,  how  will  you  assure  diversity  in  pro- 
gramming? 

Question  4.  What  in  your  view  is  the  fiiture  of  compulsory  licensing? 

[Editor's  note:  Responses  to  Senator  Leahy's  questions  were  not 
available  at  press  time.] 

Senator  Metzenbaum.  Mr.  Malone,  in  October,  Ray  Smith  of  Bell 
Atlantic  testified  that  FCC  regulation  of  cost  allocations  and  the 
sale  of  programming  will  prevent  any  anticompetitive  conduct  by  a 
merged  Bell  Atlantic-TCI.  I  am  not  convinced  a  regulation  can  pro- 
tect competitive  market  forces.  At  one  time,  you  seemed  to  share 
my  skepticism.  In  1988,  you  testified  to  the  House  Telecommuni- 
cations Subcommittee  that  "Having  spent  the  first  part  of  my  ca- 
reer at  Bell  Labs  and  AT&T" — ^you  are  smiling — "and  having  actu- 
ally worked  on  the  Bell  System  side  of  testimony  to  the  FCC,  I 
know  that  it  is  very,  very  difficult  for  regulatory  agencies  to  super- 
vise accounting  and  cost  accounting  and  shared  overheads  and  all 
the  other  intricacies  of  running  a  business." 

Do  you  still  believe  that  regulation  is  unlikely  to  promote  and 
protect  competition? 

Mr.  Malone.  I  think  that  kind  of  regulation,  economic  rate-based 
regulation,  is  extremely  difficult,  and  I  sympathize  with  the  regu- 
lators who  have  to  deal  with  it.  I  think  the  kind  of  regulation  that 
protects  programming  which  the  Congress  really,  in  its  wisdom, 
passed  in  the  Cable  Act  in  1992  is  a  great  protection  against 
abuses  because  the  access  to  programming  provisions,  which  say 
that  if  there  is  any  cable  ownership  of  programming  it  is  available 
to  all  other  providers  and  the  FCC  gets  to  adjudicate  if  there  is  a 
dispute  over  pricing,  is  an  enormous  protection. 

Virtually  all  of  the  programming  that  we  own  or  that  anybody 
owns,  any  of  the  services  that  we  control  or  have  an  interest  in, 
is  now  available  on  Hughes,  for  instance,  directly  competitive  with 
us.  So  in  many  ways,  the  cable  ownership  or  interest  in  program- 
ming is  a  guarantee  of  free  access  of  programming.  The  people  who 
don't  have  cable  ownership  are  free  to  enter  into  all  kinds  of  exclu- 
sive deals,  and  so  in  many  ways  the  public,  I  think,  is  more  pro- 
tected if  a  cable  operator  owns  5  percent  of  a  service  than  if  he 
owns  none  because  it  then  essentially  colors  that  service  with  all 
of  these  behavioral  obligations  which  the  current  regulations  con- 
vey. So  in  that  area,  I  think  it  is — I  haven't  been  able  to  figure  out 
a  way  around  it. 

Senator  Metzenbaum.  As  a  matter  of  fact,  you  vehemently  op- 
posed that  part  of  the  Cable  Act,  didn't  you? 

Mr.  Malone.  No,  I  really  didn't. 

Senator  Metzenbaum.  Are  you  sure? 

Mr.  Malone.  I  am  sure.  I  acknowledge  that  the  Government  has 
an  interest  here.  You  know,  I  have  to  make  one  thing  very  clear. 
We  don't  invest  in  programming  to  control  it.  We  invest  in  pro- 
gramming to  stimulate  it  and  because  we  think  it  is  a  good  invest- 
ment, a  good  financial  investment.  I  mean,  anyone  who  says  that 
we  are  trying  to  monopolize  cable  channels  just  doesn't  have  their 
facts  straight. 

Senator  Metzenbaum.  But  everyone  says  that,  everyone  says 
that. 
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Mr,  Malone.  I  understand  they  do,  but  let  me  explain  some- 
thing. When  the  retransmission  consent  provisions  of  the  recent 
Cable  Act  became  law,  we  were  the  guys  who  went  to  the  broadcast 
industry  and  said,  don't  charge  us  money,  create  new  channels.  If 
we  were  trying  to  monopolize  the  programming,  why  would  we  pos- 
sibly want  to  encourage — we  have  signed  contracts  with  in  excess 
of  20  new  channel  providers,  3  of  them  national  networks  that  we 
have  absolutely  no  interest  in.  We  have  committed  to  not  only 
launch  them,  but  pay  them  for  their  service.  I  mean,  that  is  not 
the  behavior  of  somebody  trying  to  limit  or  narrow  down  choice. 

As  I  said  from  the  beginning,  what  drives  our  business  is  the 
broadest  possible  choice  to  our  customers,  and  we  primarily  have 
invested  to  stimulate  diversity  and  to  keep  people  independent. 

Senator  Metzenbaum.  I  will  get  into  the  whole  question  of  pro- 
gramming and  the  need  of  new  programs  to  wind  up  giving  your 
company  a  piece  of  their  business  in  order  for  them  to  get  into  your 
cable  operations.  I  will  come  back  to  that  at  a  later  point,  but  I 
don't  want  the  record  to  be  left  open  at  this  moment,  or  blank,  be- 
cause I  think  that  is  one  of  the  very  serious  charges  that  has  been 
made  against  your  conduct  in  this  industry,  and  that  is  that  if  a 
new  programmer  came  along,  that  programmer  couldn't  get  on 
cable  TV  enough  outlets  to  make  it  economically  feasible  unless 
they  worked  out  a  deal  with  you,  and  I  will  come  back  to  that  sub- 
ject in  a  bit. 

The  Cable  Trade  Association,  of  which  TCI  is  a  member,  recently 
asked  the  FCC  to  establish  an  entirely  new  set  of  regulations  for 
phone  companies  entering  the  cable  business.  Currently,  the  Com- 
mission has  no  existing  regulations  that  can  prevent  local  phone 
companies  from  gouging  telephone  customers  and  no  regulations 
that  promote  cable  competition.  Doesn't  this  obvious  gap  in  regu- 
latory protections  for  consumers  demonstrate  that  current  regula- 
tions are  totally  inadequate  to  promote  competition? 

Mr.  Malone.  Well,  I  would  think  that  there  needs  to  be  a  review 
of  the  whole  regulatory  framework  that  results  when  this  crossover 
takes  place  on  both  sides.  I  think  there  are  legitimate  concerns 
about  cross-subsidies  going  both  ways.  I  think  there  are  legitimate 
concerns  about  behavior  going  both  ways,  and  I  would  expect  that 
review  will  take  place. 

Senator  Metzenbaum.  As  I  previously  mentioned,  experts  and 
cable  industry  executives  that  testified  at  our  previous  hearings 
claim  that  for  a  cable  programming  service  to  succeed,  it  needs  a 
critical  mass  of  viewers.  Do  you  agree  with  this  assessment,  and 
if  so,  please  estimate  how  many  subscribers  it  takes  to  establish  a 
financially  successful  cable  network? 

Mr.  Malone.  Yes;  I  mean,  clearly  it  is  a  scale  economic  phe- 
nomenon and  it  does  take  a  critical  mass.  We  launched  a  little 
service  called  Encore  a  couple  of  years  ago.  It  was  fairly  controver- 
sial, but  Encore,  with  a  relatively  small  distribution  base,  is  quite 
financially  successful  today.  It  really  depends  on  the  economic 
model. 

Encore,  I  might  say,  without  the  distribution  from  either  Time 
Warner  or  Viacom,  its  competitors,  has  been  successful  in  the  rest 
of  the  industry  and  is  at  break-even,  with,  I  think,  something  in 
the  neighborhood  of  4  million  customers.  The  normal  advertising- 
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supported  channel  tends — the  models  that  I  have  seen  tend  to 
break  even  at  around  22  to  25  million  subscribers,  depending  on 
the  economic  model,  and  get  quite  profitable  at  40  million  subscrib- 
ers. 

With  65  million  subscribers  in  the  industry,  the  13  million  or  so 
that  TCI  has  an  interest  in  is  not  a  make-it-or-break-it  proposition 
for  any  programmer.  Now,  clearly,  if  we  distribute  a  channel,  it  is 
a  big  help;  it  is  halfway  to  break-even.  But  if  we  don't  support  it, 
it  doesn't  mean  that  the  service  cannot  survive. 

Senator  Metzenbaum.  How  many  of  your  systems  carry  Encore? 

Mr.  Malone.  Most  of  our  systems  carry  Encore. 

Senator  Metzenbaum.  Can  you  name  any  long-term,  successful 
cable  networks  that  are  not  carried  on  any  of  TCI's  cable  systems? 
In  other  words,  the  general  feeling  is  that  if  John  Malone  says  no, 
you  are  just  out  of  business,  you  are  not  viable. 

Mr.  Malone.  Well,  that  is,  I  just  don't  think,  true.  As  I  said,  you 
know,  we  represent  13  million,  perhaps,  out  of  65  million  subscrib- 
ers, and  if  we  don't  see  merit  in  a  channel,  there  are  the  other  52 
million  homes  out  there  to  serve.  If  a  programmer  can  reach  50 
percent  of  those,  in  most  economic  models  he  is  at  break-even. 

A  good  example  would  be  Home  Shopping  Network,  which  TCI 
traditionally  has  not  carried.  Yet,  it  was  a  quite  successful  com- 
pany. So  I  don't  think  that  that  is  an  accurate  statement.  I  think 
that  the  right  way  to  put  it  is  that  if  we  support  a  channel,  it  is 
halfway  there.  If  we  can  give  it  broad  support,  it  is  halfway  there, 
but  most  channels  that  we  have  any  investment  in  we  don't  sup- 
port that  way. 

In  other  words,  we  have  investments  in,  for  instance,  the  Car- 
toon Channel,  which  is  a  Ted  Turner  service,  that  we  really  carry 
relatively  little  of  at  this  time.  Yet,  you  know,  it  exists.  I  think  the 
FCC  did  a  study  a  couple  of  years  ago,  which  we  can  make  avail- 
able to  you,  that  looked  at  what  we  carry  versus  what  we  have  an 
investment  in,  and  there  was  no  correlation  because,  in  reality,  we 
carry  what  our  subscribers  want  and  there  are  a  lot  of  turkeys  that 
we  have  invested  in  that  we  don't  carry  ourselves. 

I  mean,  the  most  notable  one  was  the  Fashion  Channel  which  we 
invested  in  and  tried  to  distribute  because  the  wife  of  a  partner  be- 
lieved it  was  going  to  be  a  good  business.  Well,  it  wasn't.  We 
couldn't  get  the  sizes  or  the  colors  right  and  it  went  bankrupt  after 
a  relatively  short  and  ignominious  existence.  So,  you  know,  I  wish 
I  could  regale  you  with  a  long  list  of  the  things  that  I  have  done 
that  have  not  worked,  but  it  wouldn't  do  a  lot  for  my  reputation. 

Senator  Metzenbaum.  Let  me  ask  you,  have  you  ever  demanded 
or  suggested  that  TCI  be  allowed  to  obtain  an  equity  interest  in 
programming  as  a  condition  for  carrying  that  programming  on 
TCI's  cable  system? 

Mr.  Malone.  I  have  never  made  that  as  a  demand.  I  have  had 
many  people  come  in  and  suggest  that  they  would  sell  me  or  give 
me  a  percentage  of  a  channel  idea  if  I  would  do  one  thing  or  an- 
other. Now,  you  have  to  understand  the  economic  model  here.  Sen- 
ator. 

When  a  programmer  comes  to  us,  what  they  say  is,  we  want  you 
to  carry  our  service  and,  oh,  by  the  way,  we  want  you  to  pay  for 
the  privilege  of  carrying  our  service.  In  many  cases,  our  pa3mient 
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that  we  are  guaranteeing,  sight  unseen,  a  new  idea  substantially 
exceeds  the  total  capital  that  anybody  is  putting  into  the  channel. 

So  when  a  programmer  comes  to  me  and  says,  20  cents  a  month 
a  subscriber,  we  want  you  to  guarantee  at  least  80  percent  of  your 
subscribers  will  have  it — so  that  is,  you  know,  10  million  subscrib- 
ers at  20  cents.  That  is  $2  million  a  month,  $24  million  a  year,  you 
are  going  to  pay  me,  and  I  have  got  this  great  idea.  You  say,  well, 
how  much  is  your  group  investing  in  this  idea?  Well,  we  don't  have 
any  money.  What  they  are  really  saying  is  the  cable  operator 
should  take  the  risk  and  underwrite  the  business. 

Now,  in  most  cases,  if  it  is  a  really  terrific  idea  and  it  is  a  really 
strong  programmer,  you  know,  such  as  the  deal  we  made  with  Fox 
for  their  new  network,  we  believe  the  programming  will  be  worth 
it.  We  have  no  equity  interest  of  any  kind  in  it.  It  is  costing  us  25 
cents  a  month  and  we  have  guaranteed  them  virtually  universal 
distribution  because  we  believe  that  they  have  the  talents  and  the 
sldlls  to  create  a  very  successful  channel,  one  that  our  customers 
will  really  want. 

In  the  case  of  the  pet  channel  or  the  golf  channel — ^you  know, 
what  we  say  when  a  programmer  comes  in  is,  why  don't  we  test 
it;  you  develop  the  concept,  we  will  go  out  and  do  a  couple  of  pilot 
tests.  Let  us  try  it  in  Denver,  let  us  try  it  in  Peoria,  let  us  see  how 
people  like  it.  If  it  is  successful  and  they  like  it,  then  let  us  see  how 
to  expand  it.  What  they  say  to  us  is,  that  doesn't  work  because  un- 
less we  get  a  big  commitment,  we  can't  finance  the  idea.  So  we  go 
back  and  forth  that  way. 

But  the  reality  is,  if  you  look  at  the  list  of  channels  that  we  are 
an  investor  in,  things  such  as  QVC,  for  instance,  or  Home  Shopping 
Network  actually  went  to  the  industry  with  warrants  in  their  com- 
pany as  part  of  their  proposal  for  affiliation,  and  it  was  the  same 
deal  that  TCI  got  that  the  smallest  cable  operator  got.  In  other 
words,  what  they  were  really  saying  is,  invest  in  me,  it  is  the  only 
way  I  can  make  this  business  work,  and  you  distribute  me  and  you 
get  some  equity. 

Senator  Metzenbaum.  You  say  that  the  smallest  cable  operator 
got  the  same  thing,  but  you  wound  up  owning  11  percent  of  Enter- 
tainment Television,  15  percent  of  the  Family  Channel,  50  percent 
of  American  Movie  Classics,  71  percent  of  the  Home  Shopping  Net- 
work, 34  percent  of  Prime  Sports  Channel  Networks.  Now,  did  all 
of  these  programmers  come  and  ask  you  to  buy  an  interest  in  their 
programming  because  it  was  a  business  deal  or  because  it  was  a 
sort  of  quid  pro  quo? 

Mr.  Malone.  No;  all  of  the  ones  you  just  mentioned  were  already 
carried  fully  by  us  at  the  point  that  we  made  the  investment.  A 
good  example  would  be  the  Family  Channel.  Pat  Robertson's 
church  was  faced  with  having  to  sell  that  channel,  which  we 
thought  was  valuable  to  a  large  section  of  our  subscribers  because 
it  is  a  family-oriented,  good-quality  service.  It  has  a  particular 
niche  audience. 

He  was  in  a  position  where  they  had  to  liquidate  the  position  be- 
cause it  was  a  commercial  enterprise  in  a  nonprofit  church,  and  he 
was  about  to  sell  that  company  to  a  major  broadcast  network  and 
they  were  going  to  change  the  format.  He  actually  approached  us. 
He  said,  if  you  will  make  an  investment  in  my  channel,  I  will  be 
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able  to  restructure  it,  take  it  out  of  the  church,  pay  the  church  for 
the  channel  and  retain  the  format. 

We  put  up  the  money.  We  took  no  control  at  all  and  we  have  no 
involvement  in  the  management  of  that.  The  only  condition  we 
made  was  that  he  has  to  keep  the  format  a  family-oriented  format. 
That  was  the  basis.  We  were  carr3dng  that  channel  in  every  one 
of  our  systems  at  the  time  we  made  that  arrangement. 

Senator  Metzenbaum,  Did  you  put  up  money  to  buy  the  percent- 
age position  that  you  own  on  a  pro-rata  basis  with  other  investors 
in  all  of  the  channels  in  which  you  are  invested? 

Mr.  Malone.  Yes,  I  believe  we  did.  I  believe  we  did. 

Senator  Metzenbaum.  You  put  up  50  percent  of  the  equity  in- 
vestment in  American  Movie  Classics? 

Mr.  Malone.  That  is  correct.  We  bought  that.  That  was  a  Cable- 
vision  service  that  we  bought  and  invested  in  from  day  one. 

Senator  Metzenbaum.  And  Home  Shopping  Network?  You  have 
71 

Mr.  Malone.  Home  Shopping  Network — we  bought  our  stock  in 
the  open  market  in  a  tender  offer  from  the  control  shareholder  in 
a  business  transaction.  It  had  nothing  to  do  with  distribution.  TCI 
to  this  day  doesn't  distribute  Home  Shopping  Network  under  con- 
tract in  its  systems. 

Senator  METZENBAUM.  But  is  it  not  the  fact  that  just  about  every 
program  you  carry,  TCI  owns  a  percentage  position  in  it? 

Mr.  Malone.  Oh,  no,  quite  the  opposite.  That  is  why  I  was  refer- 
ring to  the  FCC  study.  We  will  be  happy  to  make  it  available  to 
you.  They  concluded  that  there  was  no  correlation  between  what 
we  carry  and  what  we  invest  in. 

Senator  Metzenbaum.  We  would  be  interested  in  seeing  that,  so 
please  do  make  it  available. 

Mr.  Malone.  We  will  supply  it  to  you. 

Senator  Metzenbaum.  You  know,  you  make  it  sound  as  if  TCI 
is  a  small,  bit  player  in  the  cable  business,  that  you  make  some 
investments  in  programs  that  look  good  to  you,  and  that  you  have 
little  control  over  the  most  popular  cable  programming,  with  small 
ownership  stakes  in  cable  systems. 

However,  the  FTC  testified  before  this  subcommittee  that  TCI  is 
big  enough  and  powerful  enough  in  ownership  of  both  cable  sys- 
tems and  cable  programming  that  it  should  not  be  allowed  to  ex- 
pand further  into  premium  movie  channels  and  other  programming 
areas.  Specifically,  in  settling  the  complaint  over  your  involvement 
in  QVC's  effort  to  acquire  Paramount,  the  FTC  stated  that  TCI, 
with  its  vast  cable  properties  and  ownership  of  popular  program- 
ming, despite  having  only  a  22-percent  ownership  stake  in  QVC, 
was  in  a  position  through  that  acquisition  to,  in  their  words, 

raise  cable  television  subscriber  fees  for  consumers,  reduce  the  quaUty  and  output 
of  premium  movie  channels,  raise  programming  fees  for  cable  television  operators, 
and  make  it  more  difficult  for  new  companies  to  enter  the  subscription  television 
program  distribution  market. 

Now,  those  allegations  were  not  adjudicated,  but  the  fact  is  you 
agreed  to  a  settlement  that  requires  you  to  sever  all  ties  with  QVC 
if  it  acquires  Paramount.  Shouldn't  the  antitrust  authorities  show 
as  much   concern   about  the   number  of  cable   systems   and   the 
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amount  of  cable  programming  that  you  control  when  they  review 
your  proposed  merger  with  Bell  Atlantic? 

Mr.  Malone.  Well,  Senator  Metzenbaum,  those  FTC  allega- 
tions— it  is  very  unfortunate  that  we  were  never  given  an  oppor- 
tunity to  refute  those  positions.  I  cannot  conceivably  see  any  mech- 
anism whereby  we  can  raise  cable  rates  by  an  indirect  investment 
in  Paramount.  We  made  the  decision  to  agree  to  the  settlement  and 
to  divest  of  our  investment  in  QVC  because  we  did  not  want  to 
interfere  with  the  process  of  the  tender  offer,  and  any  delay  in  the 
approval  of  the  QVC  offer  for  Paramount  would  have  essentially 
rendered  the  QVC  offer  for  Paramount  moot. 

We  got  out  of  the  way.  We  did  not  want  to  create  an  obstacle  for 
Barry  and  his  effort  to  buy  Paramount,  but  we  don't  agree  with 
those  FTC  positions  and  we  would  strongly  argue  and  refute  each 
one  of  them. 

Senator  Metzenbaum.  But  the  fact  is  that  you  agreed  to  a  con- 
sent decree  with  the  FTC  that  was  based  on  the  following  theory. 
TCI  controls  so  many  cable  systems  and  so  much  cable  program- 
ming that  it  is  in  a  position  to  raise  cable  rates,  discriminate 
against  programmers,  and  keep  potential  competitors  from  entering 
the  video  market. 

Now,  while  you  may  not  have  liked  the  FTC's  logic  in  reaching 
those  conclusions  about  your  company,  you  nonetheless  agreed  to 
a  consent  decree  based  upon  these  concerns  about  your  excessive 
power  in  the  cable  marketplace  without  getting  the  FTC  as  part  of 
that  agreement  to  disavow  any  of  those  contentions  and  complaints 
that  they  had  made. 

Like  it  or  not,  the  antitrust  authorities  have  found  that  TCI, 
even  before  the  proposed  merger  with  Bell  Atlantic,  is  in  a  position 
to  block  competition.  So  after  going  along  with  this  consent  decree, 
I  don't  see  how  you  are  in  a  position  this  morning  to  dismiss  the 
concerns  I  have  raised  about  your  excessive  market  power.  Now, 
you  may  say,  well,  we  just  wanted  to  get  out  of  the  way,  but  the 
fact  is  that  in  any  matter  of  this  kind  negotiations  occur,  and  your 
lawyers  certainly  could  have  said,  we  will  agree  to  step  out  of  the 
QVC  picture  provided  that  you  change  the  basis  of  your  complaint. 
That  wasn't  done. 

Mr.  Malone.  Senator,  we  may  be  terrible  naive  in  this  area 

Senator  Metzenbaum.  You  aren't  naive,  Mr.  Malone. 

Mr.  Malone  [continuing].  But  my  lawyers  told  me  that  this  was 
not  precedent-setting,  that  this  was  a  take-it-or-leave-it  situation, 
that  if  we  wanted  QVC  to  be  able  to  proceed  with  their  efforts  to 
buy  Paramount,  we  had  no  choice  but  to  agree  to  this  consent  de- 
cree, and  that  we  were  not  admitting  that  any  of  these  allegations 
were  correct  in  agreeing  to  the  consent  decree.  The  consent  decree, 
by  its  terms,  merely  requires  us  to  divest  of  our  QVC  stock  if  QVC 
is  successful  in  acquiring  Paramount.  That  is  basically  what  it 
does.  So,  you  know,  we  were  under  the  gun.  We  did  not  want  to 
interfere  with  Mr.  Diller's  efforts  to  make  a  fair  bid  for  Paramount. 

Senator  METZENBAUM.  No,  but  certainly  your  lawyers  could  have 
prevailed  upon  the  FTC,  or  attempted  to  prevail  upon  them 

Mr.  Malone.  I  am  sure  they  attempted. 

Senator  Metzenbaum  [continuing].  To  say,  if  you  will  drop  these 
representations  so  that  the  consent  decree  is  not  based  upon  them. 
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we  will  be  willing  to  affirmatively  indicate  we  will  withdraw  from 
the  QVC  deal  if  they  acquire  Paramount.  That  wasn't  done. 

Mr.  Malone.  Well,  I  am  sure  it  was  attempted.  I  can't  speak  for 
our  antitrust  attorneys,  but  I  was  told  that  you  agree  to  the  con- 
sent agreement  first  and  then  you  hear  what  the  charges  are  later, 
and  that  that  is  the  way  Government  does  it.  I  protested  that  this 
sounded  like  a  star  chamber  proceeding,  but  they  told  me,  no,  this 
is  routine  consent  decree  behavior.  So  I  once  again  repudiate  and" 
say  that  we  would  love  to  have  a  chance  to  challenge  any  of  the 
allegations  made  by  the  FTC,  and  I  just  don't  think  they  will  hold 
water. 

I  mean,  the  reality  is  we  have  zero  position  in  subscription  pay 
television.  We  were  encouraged  to  go  off  and  try  and  compete. 
There  is  a  cozy  oligopoly  in  subscription  pay  television  right  now 
and  we  would  love  to  launch  a  third  competitor  and  try  and  break 
that  stranglehold  on  the  subscription  pay  business,  and  that  is 
what  it  is  all  about.  Our  investment  in  Paramount,  as  indirect  as 
it  was,  would  have  no  effect  on  that,  since  Paramount  has  a  long- 
term  subscription  pay  arrangement  with  HBO. 

I  can't  understand  the  cause,  but  what  I  said  was  that  while  we 
argue  this  thing  Mr.  Diller's  efforts  go  down  the  tubes,  and  I  didn't 
want  to  be  responsible  for  that,  so  we  got  out  of  the  way. 

Senator  Metzenbaum.  Mr.  Malone,  you  would  have  us  and  our 
listeners  think  that  you  are  just  a  little  guy  on  the  block  and  you 
are  being  pushed  around. 

Mr.  Malone.  In  this  area,  I  have  no  sophistication  or  expertise. 
I  yield  that  to 

Senator  Metzenbaum.  But  you  will  agree  that  in  the  industry 
and  nationally,  you  are  recognized  as  the  big  guy  on  the  block. 

Mr.  Malone.  We  are  the  big  fish  in  a  small  pond.  Senator,  but 
we  are  about  to  merge  with  the  ocean  and  there  are  big,  big  sharks 
out  there.  That  is  the  way  we  see  it.  You  know,  we  have  lived 
through  many  years  of  competing  with  people  many,  many,  many 
times  our  size,  and  we  have  survived  and  succeeded  by  our  wits, 
by  being  quick,  but  we  are  now  getting  into  an  ocean  that  we  don't 
see  much  chance  of  long-term  survival  swimming  on  our  own. 

Senator  Metzenbaum.  Well,  I  would  just  have  to  say  to  you  that 
there  aren't  many  people  that  think  you  are  a  big  fish  in  a  little 
pond  or  that  you  are  getting  into  the  ocean.  Everybody  who  knows 
anything  about  this  industry  says  that  John  Malone  is  it.  The  Vice 
President  of  the  United  States,  before  becoming  Vice  President, 
said  it.  Every  article  says  it.  Anybody  you  talk  with  who  comes  into 
our  office  says  we  have  a  program  we  tried  to  get  on  this  or  that 
and  we  can't  do  it  without  John  Malone.  Ted  Turner  learned  that. 
Now,  you  have  20  percent  of  his  company. 

Incidentally,  there  is  a  lot  of  talk  about  what  your  position  is 
with  Ted  Turner  and  that  you  have  total  veto  power  of  his  activi- 
ties. What  are  the  facts  as  to  what  your  20-percent  rights  are,  and 
what  side  agreements  do  you  have  with  Mr.  Turner? 

Mr.  Malone.  It  is  a  public  agreement  because  he  is  a  public  com- 
pany. When  we  raised  the  capital  for  him  to  solve  his  leverage 
problems,  an  agreement  was  entered  into.  First  of  all,  I  might  say 
in  terms  of  voting  control,  we  own  25  percent  of  the  equity  of  the 
company,  but  about  12  percent  of  the  votes. 
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Ted  has  hard  control  of  the  board  of  directors  by  agreement.  He 
names  the  majority  of  the  directors  of  his  company.  There  are  sev- 
eral safeguards  built  in  for  the  minority  investors  in  the  company, 
and  those  really  relate  to  financial  decisions  to  enter  entirely  new 
businesses  where  he  has  to  get  the  approval  of  a  majority  of  the 
minority  before  he  can  enter  into  a  major  new  business  enterprise. 
That  is  the  gist  of  it.  So  if  he  wants  to  go  do  a  major  acquisition, 
he  has  to  get  approval  of  the  majority  of  the  minority. 

Senator  Metzenbaum.  Who  else  is  in  the  minority  besides  you? 

Mr.  Malone.  Time  Warner  and  Continental  Cable,  the  three 
principal  investors. 

Senator  Metzenbaum.  At  the  announcement  of  your  proposed 
merger  with  Bell  Atlantic,  you  and  Mr.  Smith  indicated  that  a  Bell 
Atlantic-TCI  merger  would  be  procompetitive  because  "The  full- 
service  network  the  two  companies  plan  to  build  will  be  democratic 
in  that  any  provider  of  information  or  entertainment  can  lease 
space." 

To  ensure  maximum  competition,  would  you  have  any  objections 
to  antitrust  authorities  requiring  you  to  open  up  your  cable  sys- 
tems to  all  programmers  on  a  common  carrier  basis  as  a  condition 
of  approving  the  merger? 

Mr.  Malone.  That  is  a  term  of  art  that  I  would  really  defer  to 
the  Bell  Atlantic  folks  and  Ray  Smith  because  I  am  not  really  that 
familiar  with  common  carrier  regulation,  Senator.  I  would  say  that 
we  would  commit  that  our  interactive  platforms  will  be  open  and 
available  for  any  programmer  who  wants  to  put  material  on  them 
at  a  very  low  price,  I  mean,  to  pay  the  cost  of  the  technological 
storage;  in  other  words,  a  concept  called  hosting  where  we  really 
say,  you  know,  we  will  not  be  a  barrier  toward  any  customer  get- 
ting to  any  information  or  service.  I  suspect  in  that  area  there  will 
be  some  kind  of  a  tariff  relationship  that  might  look  like  common 
carrier. 

In  other  words,  my  view  of  the  future  is  a  customer  can  either 
use  our  devices  or  any  device  that  he  can  get,  attach  it  to  our  net- 
work, use  our  network,  go  through  our  switches  to  other  people's 
switches,  and  then  access  anybody  else's  services  anywhere  in  the 
world  in  this  model.  You  know,  if  that  is  common  carrier,  I  guess 
that  is  what  I  envisage. 

Senator  Metzenbaum.  A  November  1990  Broadcasting  Magazine 
article  quotes  you  as  saying  the  following: 

As  a  matter  of  Government  policy,  keeping  the  telephone  companies  out  of  content 
control  is  the  way  to  go  unless  there  is  effective  competition  in  their  core  business. 
If  they  want  to  go  total  free  market,  then  they  ought  to  svurender  their  local  monop- 
oly. 

Frankly,  I  agree  completely  with  your  statement.  Would  you 
have  any  objection  to  antitrust  authorities  requiring  Bell  Atlantic 
to  open  up  all  aspects  of  its  telephone  network  to  full  competition 
on  an  equal  access  basis  and  subject  Bell  Atlantic  to  an  effective 
competition  test  as  a  condition  of  approving  the  merger? 

Mr.  Malone.  Boy,  I  have  to  defer  to  the  Bell  Atlantic  folks. 
There  are  a  lot  of  terms  of  art  in  there  that  I  just  can't  relate  to. 
The  unbundling  of  their  network— I  really  don't  understand  the  im- 
plications of  that. 
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Senator  Metzenbaum.  If  you  are  allowed  to  merge  with  Bell  At- 
lantic, will  you  implement  Bell  Atlantic's  view  of  rate  reductions  re- 
quired under  the  new  cable  law?  I  am  sure  you  are  aware  that  Ray 
Smith,  whom  I  understand  would  become  your  boss  at  Bell  Atlan- 
tic, told  the  FCC  that  TCI  and  other  cable  operators  are  charging 
prices  about  28  percent  above  competitive  market  levels  and  your 
rates  should  be  reduced  by  that  amount.  How  do  you  react  to  Bell 
Atlantic's  view  on  cutting  cable  rates  28  percent? 

Mr.  Malone.  Well,  I  think  Bell  Atlantic  took  those  positions 
when  it  viewed  itself  as  a  head-to-head  competitor  with  the  cable 
industry  trying  to  enter  the  telephone  business.  I  think  the  imple- 
mentation of  a  broad  rate  cut  of  that  magnitude  would  essentially 
force  many,  many  cable  operators  to  liquidate  out  of  the  industry 
and  give  a  telephone  company  a  wonderful  opportunity  to  acquire 
cable  assets  cheap.  So  I  think  for  Ray's  perspective  as  a  competitor, 
that  was  a  very  aggressive  position  and  would  do  a  great  deal  of 
damage  to  the  guys  he  is  trying  to  compete  with. 

Senator  Metzenbaum.  Now  that  he  is  in  the  chicken  coop 

Mr.  Malone.  Well,  sure.  Now  that  he  is  in  the  chicken  coop,  he 
is  just  one  of  the  chickens.  [Laughter.] 

Senator  Metzenbaum.  Mr.  Malone,  there  seems  to  be  some 
confusion 

Mr.  Malone.  Isn't  it  a  common  expression  I  remember  from 
Washington  that  where  you  stand  depends  on  where  you  sit,  or  vice 
versa? 

Senator  Metzenbaum.  I  don't  know.  I  am  sure  somebody  prob- 
ably used  that  expression  at  some  point. 

Mr.  Malone.  Yes. 

Senator  Metzenbaum.  There  seems  to  be  some  confusion  about 
just  how  big  a  player  you  are  in  the  video  marketplace.  I  would  like 
to  ask  you  a  few  questions  about  your  holdings.  The  FTC  consent 
agreement  with  TCI  regarding  the  Paramount  acquisition  states 
that  TCI,  including  Liberty  Media,  controls  distribution  of  cable 
programming  to  about  25  percent  of  cable  subscribers.  Is  that  accu- 
rate? 

Mr.  Malone.  You  see,  I  don't  understand  what — oh,  you  mean  in 
terms  of  cable  horizontal  size? 

Senator  Metzenbaum.  Yes. 

Mr.  Malone.  I  think  if  you  include  everything  that  we  have  any 
minority  interest  in,  we  would  be  somewhere  in  the  vicinity  of 
cable  subscribers,  yes. 

Senator  Metzenbaum.  How  many  households  receive  their  cable 
service  from  companies  in  which  TCI,  including  Liberty  Media,  has 
an  ownership  stake? 

Mr.  Malone.  I  think  it  is  about  13  million. 

Senator  Metzenbaum.  13.4  million,  I  think.  I  understand  that 
nationwide  cable  TV  is  available  in  more  than  90  percent  of  the 
homes,  but  only  about  60  percent  of  the  families  subscribe?  What 
is  TCI's  average  subscription  rate? 

Mr.  Malone.  About  that  same  level.  It  is  difficult  to  say  because 
we  don't  have  accurate  counts  of  homes  passed.  We  know  how 
many  subscribers  we  have,  but  not  how  many  homes  we  pass  accu- 
rately, so  about  60  percent. 
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Senator  Metzenbaum.  So,  actually,  your  services  are  available  to 
millions  of  consumers  who  do  not  subscribe  today,  but  could  receive 
cable  service  from  TCI  systems? 

Mr.  Malone.  That  is  correct. 

Senator  Metzenbaum.  My  understanding  is  that  Bell  Atlantic  is 
the  only  provider  of  local  phone  service  to  about  12  to  15  million 
households.  If  you  add  the  homes  outside  of  Bell  Atlantic's  region 
that  TCI  has  wired,  how  many  and  to  what  percentage  of  total  U.S. 
households  would  a  merged  Bell  Atlantic-TCI  offer  either  cable  or 
telephone  service? 

Mr.  Malone.  I  think  that  if  you  count  it  by  customers,  it  would 
be  22  percent,  and  if  you  count  it  by  homes  involved  it  would  be 
somewhere  around  26,  27  percent  of  American  households. 

Senator  Metzenbaum.  We  get  a  figure,  extrapolating  from  your 
statement,  that  Bell  Atlantic-TCI  would  serve  34  to  37  million 
households,  representing  about  37  to  40  percent  of  all  U.S.  house- 
holds. 

Mr.  Malone.  I  think  that  Bell  Atlantic  actually  serves  about  10 
million  residential  households  and  we  serve,  in  total,  including  ev- 
erything in  the  Bell  Atlantic  area  which  we  are  going  to  divest  of, 
13.4.  So  if  you  add  those  two,  you  would  be  at  23.4,  and  there  are 
100  million,  roughly,  residences  in  the  United  States,  so  about  23, 
24  percent  of  residences,  if  you  calculate  it  that  way. 

Senator  Metzenbaum.  Is  it  true  that  a  subsidiary  of  TCI,  Sat- 
ellite Systems,  Inc.,  serves  as  a  buying  agent  for  much  of  the  pro- 
gramming purchased  by  cable  systems  in  which  TCI  has  some, 
even  the  smallest,  equity  interest? 

Mr.  Malone.  I  think  that  under  its  agreements  with  program- 
mers, TCI  has  to  own  approximately  50  percent  of  the  equity  in  the 
relative  cable  systems  or  50  percent  of  the  general  partnership  in- 
terest that  has  to  be  in  a  position  to  make  the  programming  deci- 
sions for  the  cable  systems  that  it  buys  programming  for.  In  other 
words,  we  don't  buy  programming  and  resell  it  to  people  in  which 
we  have  a  de  minimis  interest. 

Senator  Metzenbaum.  But  don't  you  have  a  subsidiary  that  is 
serving  as  a  buying  agent  for  much  of  the  programming  purchased 
by  your  cable  systems  as  well  as  others? 

Mr.  Malone.  Only  the  ones  that  we  have  a  substantial  stake  in, 
not — we  are  not  a  wholesaler  of  programming  services,  no,  of  other 
people's  programming  services. 

Senator  Metzenbaum.  Do  the  cable  systems  that  are  allowed  to 
purchase  programming  using  your  subsidiary  as  a  buying  agent  re- 
ceive some  tjrpe  of  volume  discount  or  other  benefit? 

Mr.  Malone.  Yes;  the  arrangement  we  have — this  is  just  basi- 
cally £in  administrative  function  where  we  have  one  group  of  people 
that  negotiate  the  programming  contracts  on  behalf  of  all  the  com- 
pany's cable  systems,  and  I  think  the  charge  we  make  to  the  cable 
systems  for  that  is  a  one-half  of  1  percent  for  the  administrative 
function  of  doing  it.  Otherwise,  whatever  we  pay,  they  pay. 

Senator  Metzenbaum.  So  by  owning  this  subsidiary,  then,  as  an 
independent  profit 

Mr.  Malone.  It  doesn't  make  a  profit;  it  is  break-even. 

Senator  Metzenbaum.  At  one-half  of  1  percent  of  the  total 
cost 
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Mr.  Malone.  Yes. 

Senator  Metzenbaum  [continuing].  It  still  only  breaks  even? 

Mr.  Malone.  Yes. 

Senator  Metzenbaum.  It  seems  to  me  that  any  cable  company 
that  has  the  advantage  of  buying  programming  through  TCI's  buy- 
ing agent,  even  if  TCI  only  owns  a  small  percentage  of  that  cable 
company,  has  a  lot  to  lose  if  it  falls  out  of  favor  with  TCI. 

Mr.  Malone.  Well,  as  I  said,  TCI  only  has  this  power  for  cable 
systems  that  it  has  a  very  substantial  stake  in.  This  isn't,  you 
know,  you  buy  1  percent  of  a  cable  company  and  then  you  give 
them  huge  benefits.  It  doesn't  work  that  way. 

Senator  Metzenbaum.  Isn't  it  the  fact  that  any  system  which 
TCI  even  has  a  de  minimis  stake,  that  they  can  buy  through  that 
agent? 

Mr.  Malone.  No,  sir.  The  requirement  is  we  have  to  have  con- 
trol. We  have  to  have  either  50  percent  of  the  equity  or  we  have 
to  have  control  of  the  general  partner,  50  percent  of  the  general 
partner.  That  is  built  into  the  programming  agreements  with  the 
programmers.  Otherwise,  you  know,  obviously  we  could  destroy  the 
pricing  structure  in  the  programming  industry,  and  nobody  would 
be  so  foolish  as  to  do  that. 

Senator  Metzenbaum.  Mr.  Malone,  I  am  not  at  all  convinced 
that  your  description  of  a  competitive  environment  accurately  por- 
trays the  likely  result  of  the  Bell  Atlantic-TCI  merger.  You  seem 
to  fmd  competition  in  places  that  look  and  smell  sort  of  like  monop- 
oly to  me,  and  I  have  seen  a  lot  of  monopoly  since  I  have  been 
around  here. 

For  example,  after  cable  rates  were  deregulated  under  the  1984 
Cable  Act,  your  company  claimed  that  as  few  as  two  or  three  over- 
the-air  broadcast  signals  were  full,  head-to-head  competition  to 
cable.  Even  as  cable  rates  rose  about  three  times  the  rate  of  infla- 
tion, you  characterized  cable  pricing  to  the  Senate  Commerce  Com- 
mittee in  1989  as  "graphically  illustrating  the  highly  competitive 
markets  in  which  cable  operates."  That  is  after  they  had  risen 
three  times. 

I  believe  your  company  has  a  track  record  of  hiding  that  which 
would  appear  to  others  as  being  monopolistic,  anticompetitive  prac- 
tices behind  the  rhetoric  of  competition.  Frankly,  I  am  afraid  your 
proposed  merger  with  Bell  Atlantic  is  a  continuation  of  this  behav- 
ior. I  just  hope  that  the  antitrust  authorities  see  through  the  rhet- 
oric and  meet  their  responsibilities  to  the  American  people.  I  also 
hope  that  the  White  House  politicos  permit  the  Department  of  Jus- 
tice and  the  FTC  to  exercise  their  best  independent  judgment.  That 
is  what  they  were  appointed  to  do  and  they  should  not  be  subject 
to  political  views  emanating  from  the  White  House. 

If  they  don't  and  instead  make  an  effort  to  put  pressure  on  the 
antitrust  agencies,  you  and  the  rest  of  the  country  may  be  certain 
that  we  in  Congress  will  not  sit  idly  by.  We  think  the  FTC  and  the 
Antitrust  Division  have  a  major  responsibility  in  this  area  to  pro- 
tect competition  and  to  see  to  it  that  there  are  not  monopolistic 
practices,  and  the  Bell  Atlantic-TCI  merger  is  a  very  challenging 
one  and  certainly  provides  a  great  many  problems  for  those  of  us 
who  think  that  a  free,  competitive  system  works  best  in  the  free 
enterprise  system. 
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I  thank  you  for  your  cooperation  and  appreciate  your  being  here 
with  us. 

Mr.  Malone.  Thank  you,  Senator.  I  hope  we  can  satisfy  your 
concerns. 

Senator  Metzenbaum.  Thank  you  very  much. 

Mr.  Diller,  we  are  happy  to  have  you  with  us  this  morning, 
please  proceed. 

Senator  Thurmond.  Mr.  Diller,  I  have  another  engagement.  How 
long  is  your  statement?  I  don't  want  to  rush  you,  I  just  want  to  find 
out  whether  I  will  have  time  to  ask  some  questions  after  your 
statement. 

Mr.  Diller.  Hopefully,  it  is  brief.  It  shouldn't  be  more  than  a  few 
minutes. 

Senator  Thurmond.  Thank  you.  Proceed. 

STATEMENT  OF  BARRY  DILLER,  CHAIRMAN  AND  CfflEF 
EXECUTIVE  OFFICER,  QVC  NETWORK,  INC. 

Mr.  Diller.  Good  morning,  Mr.  Chairman,  Senator  Thurmond. 
Thank  you  for  inviting  me  to  speak  on  behalf  of  QVC  and  about 
the  future  of  electronic  retailing  and  about  interactivity.  QVC  is  a 
pioneer  in  the  business  of  selling  goods  through  a  television  set.  In 
7  short  years,  we  have  grown  to  over  $1  billion  in  sales  and  we  em- 
ploy over  6,600  people  in  6  States. 

Over  the  past  year,  there  has  been  enormous  hype  about  the 
coming  revolution  in  communications  technology.  I  am  wary  of 
grand  predictions.  No  one  knows  exactly  when  the  information  su- 
perhighway will  be  up  and  operational.  One  thing  I  do  believe  is 
that  technological  advancements  are  soon  going  to  bring  about  a 
fundamental  shift  in  consumer  behavior. 

Today  at  QVC,  and  every  day,  we  answer  over  120,000  phone 
calls.  We  deliver  85,000  packages.  It  may  be  a  primitive  first  step 
into  the  world  of  interactivity,  but  it  is  real  and  it  is  growing.  From 
the  comfort  of  home,  consumers  tune  us  in,  gather  information, 
pick  up  their  phones  and  order.  Sixty  percent  of  the  people  who  try 
QVC  become  repeat  customers.  We  have  4  million  of  them  and  we 
have  won  their  trust  because  we  offer  consistent  value  and  conven- 
ience. But  I  believe  that  electronic  retailing  is  just  the  start  of  this 
process.  For  us,  it  is  the  fuel  to  make  investments  in  laying  down 
the  technological  tracks  for  the  future. 

As  you  know,  I  come  from  the  world  of  what  you  might  call  pure  * 
entertainment.  When  I  left  Fox  about  2  years  ago,  I  spent  10 
months  learning  about  the  growing  flexibility  and  sophistication  of 
telecommunications.  I  began  to  get  a  hunch  that  away  from  Holly- 
wood and  Manhattan,  the  pace  was  quickening;  that  the  techno- 
logical possibilities  had  come  to  a  critical  and  practical  mass;  that 
there  finally  might  be  this  convergence  between  computers,  tele- 
vision sets,  and  a  pipe  thick  enough  to  carry  huge  loads  of  informa- 
tion. 

That  is  when  I  came  upon  QVC.  There,  I  saw  the  first  commer- 
cial application  of  interactivity,  how  and  offer  and  response,  simple 
and  direct  interactivity,  was  already  happening.  I  knew  then  and 
I  strongly  still  believe  that  QVC  can  play  a  central  role  in  the  ar- 
chitecture and  development  of  this  so-called  information  super- 
highway. 


233 

Connecting  consumers  to  this  pipeline  of  the  future  is  obviously 
a  daunting  and  wildly  complicated  task.  To  build  the  information 
superhighway  will  necessitate  linkages  and  relationships  in  teleph- 
ony and  computers — working  partnerships  with  content  producers, 
which  brings  me  to  Paramount. 

Our  goal,  stated  at  the  outset,  is  to  be  a  multimedia  company, 
to  expand  beyond  retailing  into  communications  and  entertainment 
and  use  our  systems  and  technology  to  be  the  bridge  in  the  archi- 
tecture of  this  new  world.  QVC,  along  with  our  partners,  Comcast, 
BellSouth,  Cox  Enterprises,  and  Advance  Publications,  will  soon 
develop  the  expertise  to  deliver  all  kinds  of  goods  and  services  to 
customers,  not  just  camcorders  and  clothing,  but  entertainment, 
sporting  events,  and  all  kinds  of  educational  and  information  prod- 
ucts. Paramount's  great  store  house  of  content  will  be  crucial  to 
such  an  undertaking. 

As  you  are  well  aware,  there  are  many  companies  that  share 
similar  hopes  for  the  future.  The  list  is  endless  and  the  race  is  on. 
I  believe  the  competition  will  be  fierce.  Some  will  go  it  alone,  others 
will  form  alliances.  In  our  case,  we  chose  cable  and  telco  partners 
in  a  symmetrical  balance  because  we  believe  both  have  much  to 
contribute  to  a  universe  that  we  think  will  be  nonexclusive  and 
competitive. 

But  we  may  be  wrong.  Other  configurations  may  win.  Whatever 
happens,  we  believe  that  there  are  real  opportunities  for  consumers 
and  for  companies.  Some  will  succeed.  Some,  of  course,  will  fail,  but 
the  benefit  from  all  this  frenzy  will  inure  to  the  American  people, 
who  are  going  to  get  out  of  all  this  true  and  endless  diversity  in 
communications  and  entertainment.  As  for  us  at  QVC,  we  can't 
wait  to  start. 

Thank  you. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Diller.  Nor- 
mally, the  Chair  would  proceed  at  this  point,  but  Senator  Thur- 
mond has  to  leave  and  I  think  he  has  some  questions.  Please  pro- 
ceed. 

Senator  Thurmond.  Thank  you,  Mr.  Chairman.  Mr.  Diller,  you 
were  willing  to  enter  into  a  consent  decree  with  the  Federal  Trade 
Commission  to  resolve  quickly  the  antitrust  issues  raised  by  the  in- 
volvement of  TCI  and  Liberty  Media  in  your  bid  for  Paramount. 
Without  revealing  any  strategy  or  details  which  should  be  kept 
confidential,  do  you  see  any  other  potential  antitrust  problems 
which  could  not  be  worked  out  to  permit  QVC's  bid  for  Paramount 
to  proceed  on  the  merits? 

Mr.  Diller.  Senator,  we  did  not  enter  a  consent  decree. 

Senator  Thurmond.  Speak  into  your  microphone  so  we  can  hear 
you,  please. 

Mr.  Diller.  We  did  not  enter  into  a  consent  decree.  Liberty 
Media  did,  and  all  antitrust  approvals  for  our  transaction  have  al- 
ready gotten  preliminary  clearance.  So  we  don't  believe  that  there 
would  be  future  regulatory  issues. 

Senator  Thurmond.  Mr.  Diller,  from  your  perspective,  is  the 
backing  by  NYNEX  of  Viacom's  bid  for  Paramount  significantly  dif- 
ferent from  BellSouth's  backing  of  QVC's  bid? 

Mr.  Diller.  Well,  it  is  different  in  the  respect  that  BellSouth  in 
its  QVC  investment  will  have  full  representation  on  the  board  and 
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the  economics  are  slightly  different,  but  I  think  that  is  really  the 
only  area  in  which  there  is  a  difference. 

Senator  Thurmond.  Mr.  Diller,  do  you  think  it  is  likely  that 
many  cable  companies  could  begin  offering  local  exchange  or  other 
telephone  services  without  the  support  of  a  telephone  company? 

Mr.  Diller.  Yes,  I  do.  I  do  believe  that  what  is  going  to  happen 
is  that  there  is  now  going  to  be  the  chance,  at  least  in  video  serv- 
ices, and  I  think  also  in  telephony,  but  certainly  in  video  services 
where  you  have  a  real  opportunity  to  have  two  wires.  The  use  of 
word  "wires"  now  is  so  antique,  but  two  wires,  two  competitive 
services  I  do  think  will  have  the  opportunity  to  be  banging  against 
each  other  over  the  next  5,  10,  15  years.  That  will  be  the  first  time 
that  there  has  been  competition  on  anjrthing  other  than  over-the- 
air  television;  i.e.,  multiple  services  delivered  by  more  than  one 
provider,  and  I  think  that  that  is  healthy.  I  do  think  that  that  com- 
petition is  going  to  come  from  cable  interests.  It  might  come  from 
telco-cable  interests,  but  it  will  certainly  come  from  some  cable  in- 
terests. 

Senator  Thurmond.  Finally,  Mr.  Chairman,  I  just  want  to  note 
that  today's  Wall  Street  Journal  notes  that  President  Clinton  ap- 
pears to  favor  the  Bell  Atlantic-TCI  deal. 

Senator  Metzenbaum.  He  did  not  comment,  if  you  notice  that 
same  article,  on  the  antitrust  implications.  He  said  he  was  not  fa- 
miliar with  them,  and  I  certainly  intend  to  be  in  touch  with  him 
about  the  antitrust  implications.  I  think  he  was  talking  about  the 
superhighway  concept,  thinking  that  it  was  a  good  business  enter- 
prise question,  and  it  very  well  may  be.  Provided  that  the  public 
interest  is  protected  and  the  consumers  are  protected,  I  can  under- 
stand his  position,  but  I  don't  think  you  can  take  that  out  of  con- 
text without  including  the  whole  paragraph  from  the  Wall  Street 
Journal  indicating  that  he  did  not  comment  on  the  antitrust  as- 
pects of  the  matter. 

Senator  Thurmond.  Well,  the  article  speaks  for  itself  Now,  Mr. 
Chairman,  I  have  got  to  leave.  I  want  to  say  as  to  Mr.  Pitofsky  and 
Mr.  Geller,  I  have  four  questions.  If  you  would  have  them  answered 
for  the  record,  I  would  appreciate  it. 

Senator  Metzenbaum.  It  will  be  my  pleasure  and  privilege  to  do 
so. 

Senator  Thurmond.  Well,  thank  you  very  much. 

[The  questions  of  Senator  Thurmond  follow:] 

Questions  From  Senator  Thurmond  for  Prof.  Robert  Pitofsky 

Question  1.  Do  you  have  any  concerns  that  the  antitrust  enforcement  agencies  will 
not  adequately  analyze  and  review  these  proposed  transactions  under  the  antitrust 
laws? 

Question  2.  Would  you  please  address  whether  or  to  what  extent  you  think  con- 
solidation is  necessary  or  desirable  in  the  telecommunications  industry  in  order  for 
stronger  competitors  to  emerge?  If  cable  companies  are  backed  by  larger  telephone 
companies  outside  their  home  regions,  will  this  provide  stronger  competition  in  the 
telecommunications  industry? 

Question  3.  Do  you  believe  that  any  changes  in  antitrust  or  other  laws  or  regula- 
tions are  necessary  to  make  the  telecommunications  industry  more  competitive? 
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Questions  From  Senator  Thurmond  for  Mr.  Henry  Geller 

Question  1.  Do  you  have  any  concerns  that  the  antitrust  enforcement  agencies  will 
not  adequately  analyze  and  review  these  proposed  transactions  under  the  antitrust 
laws? 

Question  2.  Would  you  please  address  whether  or  to  what  extent  you  think  con- 
solidation is  necessary  or  desirable  in  the  telecommunications  industry  in  order  for 
stronger  competitors  to  emerge?  If  cable  companies  are  backed  by  larger  telephone 
companies  outside  their  home  regions,  will  this  provide  stronger  competition  in  the 
telecommunications  industry? 

Question  3.  Do  you  have  any  other  comments  to  add  to  your  testimony  about 
changes  in  antitrust  or  other  laws  or  regulations  that  you  believe  are  necessary  to 
make  the  telecommunications  industry  more  competitive? 

[Editor's  note:  Responses  to  Senator  Thurmond's  questions 
were  not  available  at  press  time.] 

Senator  Metzenbaum.  Mr.  Diller,  we  are  pleased  to  have  you 
with  us. 

Mr.  Diller.  Thank  you. 

Senator  Metzenbaum.  I  guess  you  are  really  entitled  to  con- 
gratulations. You  had  a  battle  in  the  courts  and  you  won  in  the 
courts.  I  don't  know  if  it  has  gone  on  to  the  court  of  appeals  or 
whether  the  matter  is  completed.  Is  it  completed  or  it  is  in  the 
court  of  appeals? 

Mr.  Diller.  No,  no.  The  supreme  court,  which  is  the  senior  juris- 
diction, has  upheld  the  lower  court  and  that  is  it  as  far  as  the  court 
is  concerned.  But  winning  is  not  just  winning  in  court,  though  it 
does  help. 

Senator  Metzenbaum.  You  at  least  won  the  first  inning. 

Mr.  Diller.  We  weren't  knocked  out. 

Senator  Metzenbaum.  You  got  on  first  base.  Now,  the  question 
is  to  get  around  to  home. 

Mr.  Diller.  We  weren't  sent  home. 

Senator  Metzenbaum.  The  QVC  Network,  which  you  chair,  is  en- 
gaged in  a  bidding  war  with  Viacom  for  Paramount.  In  order  to 
raise  the  nearly  $10  billion  that  you  needed  to  make  a  competitive 
bid  for  Paramount,  you  have  had  to  strike  a  couple  of  different  alli- 
ances. Initially,  your  bid  for  Paramount  was  backed  by  TCI  and  its 
spin-off  company  Liberty  Media.  As  you  know,  that  deal  ran  into 
antitrust  problems. 

In  a  consent  decree  with  TCI  and  Liberty  Media,  the  FTC 
charged  that  allowing  TCI  to  acquire  any  more  cable  programming 
would  have  been  anticompetitive,  and  I  agree  with  them.  However, 
I  must  admit  that  I  was  surprised  TCI  dropped  out  of  the  deal  so 
quickly  and  agreed  to  sell  off  its  holdings  in  QVC.  QVC  was  in- 
volved in  the  negotiations  leading  up  to  the  FTC  consent  decree. 
Can  you  tell  me  why  TCI  abandoned  the  Paramount  deal  so  quick- 
ly and  what,  if  anything,  TCI  gained  by  dropping  out  of  the  deal, 
and  are  there  any  side  understandings  between  you  and  Mr.  Ma- 
lone  or  any  of  his  people? 

Mr.  Diller.  When  John  Malone  made  his  announcement  just 
previous  to  announcing  his  agreement  with  Bell  Atlantic,  and  we 
talked  about  it,  it  became  apparent  that  there  might  be  additional 
regulatory  issues  by  virtue  of  that  proposed  merger.  He  at  that 
time  said  to  me,  I  want  you  to  know  I  will  give  you  my  word  that 
we  will  stand  aside;  we  don't  want  to  stand  aside.  We  have  been 


236 

in  this  with  you  since  the  beginning  and  since  the  beginning  we 
have  talked  about  the  potential  for  acquiring  Paramount,  but  I  rec- 
ognize that  we  may  be  a  burden  to  this  and  so  we  will  stand  aside. 

When  he  spoke  earlier  and  you  pressed  him  about  the  consent 
decree,  I  can  tell  you  this.  We  were  not  a  direct  party  to  it,  but  I 
know  that  this  was  not  something  that  Liberty  wished  to  do.  He 
did  it  and  affirmed,  redeemed,  his  pledge  to  me,  which  is  that  he 
would  not  stand  in  our  way,  and  it  was  very  clear  that  if  that  did 
not  happen  on  the  day  that  it  happened,  we  would  have  been  tech- 
nically knocked  out  of  bidding  for  Paramount. 

The  only  agreement  other  than  the  disposition  of  his  shares  that 
we  entered  into  was  one  that  would  guarantee  us  to  some  degree — 
I  shouldn't  say  that  word  overly  strongly,  but  that  would  give  Para- 
mount and  QVC  access  to  the  distribution  that  TCI  had  for  cable 
for  our  products  and  services,  which  was  obviously  very  important 
to  us.  There  was  no  other  condition  in  the  agreement. 

Senator  Metzenbaum.  I  am  sure  that  the  antitrust  problems 
were  recognized  early  on  in  the  matter.  Do  I  understand  you  to  say 
that  Mr.  Malone  came  to  you  and  indicated  voluntarily  that  they 
would  drop  out? 

Mr.  DiLLER.  No;  this  was  subsequent  to  the  Bell  Atlantic  an- 
nouncement. At  that  time,  obviously  there  was  much  more  atten- 
tion on  all  of  this.  Grod  knows  that  there  wasn't  a  lot  to  begin  with, 
but  at  that  time  when  issues  had  been  raised,  I  mean  just  in  the 
air,  he  said  that  he  would  not  stand  in  our  way,  and  he  kept  his 
word  and  it  was  not  an  easy  process  to  go  through.  I  am  obviously 
grateful  for  him  doing  so.  They  were  under  enormous  pressure  over 
a  24-hour  period  when  it  all  came  together  to  get  that  agreement 
signed — pressure  brought  by  us,  unfortunately,  in  this  case.  I 
mean,  we  had  no  other  choice  because  of  the  fact  that  we  literally 
would  have  been  technically  disqualified. 

Senator  Metzenbaum.  You  have  some  understanding  with  him 
as  far  as  the  TCI  network  continuing  to  carry  QVC? 

Mr.  DiLLER.  Yes. 

Senator  Metzenbaum.  I  gather  that  was  important  to  you  be- 
cause of  their  being  such  a  major  factor  in  the  cable  industry. 

Mr.  DiLLER.  They  have  a  lot  of  distribution. 

Senator  Metzenbaum.  Pardon? 

Mr.  DiLLER.  They  have  a  lot  of  distribution. 

Senator  Metzenbaum.  On  November  10,  a  few  days  before  TCI 
dropped  out  of  the  Paramount  deal,  you  questioned  whether  Para- 
mount would  have  a  problem  getting  distribution  if  it  were  ac- 
quired otherwise,  otherwise  meaning  not  by  TCI  and  QVC.  Your 
question  suggests  that  any  cable  programmer  that  isn't  owned  or 
affiliated  with  TCI  can  face  serious  problems  finding  enough  cable 
systems  to  distribute  its  programming.  Can  you  tell  me  why  you 
believe  that  Paramount  would  have  problems  being  distributed  if 
it  is  purchased  by  someone  other  than  you  or  TCI? 

Mr.  DiLLER.  Certainly,  I  don't  know  whereof  I  ever  made  that 
statement  about  Paramount  not  being  able  to  get  distribution  with- 
out a  TCI  affiliation. 

Senator  Metzenbaum.  I  have  it  as  a  quote,  "Paramount  would 
have  a  problem  getting  distribution  if  it  were  acquired  otherwise." 
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Mr.  DiLLER.  I  can't  imagine  what  I  was  referring  to.  I  think  that 
Paramount  actually  has  the  USA  Network  which  it  half  owns  with 
MCA  which  is  distributed  in  as  many  homes  as  any  other  cable 
program  service  in  the  United  States.  QVC  has  got  distribution  as- 
sured for  its  products,  or  for  its  services,  so  I  can't  imagine  what 
I  was  referring  to. 

Senator  Metzenbaum.  This  is  from  Randall  Mikelson:  "Diller 
Sees  More  Options  than  Paramount,"  and  it  is  a  Reuters  story. 
"Diller  said,  it  is  not  a  problem  for  me.  The  issue  is  would  Para- 
mount have  a  problem  getting  distribution  if  it  were  acquired  oth- 
erwise." 

Mr.  Diller.  Maybe  I  was  speaking  about  Paramount's  proposed 
fifth  network,  but  as  I  say,  I  don't  know  to  what  I  might  have  been 
referring  at  that  time.  This  is  getting  on  to  be  like  the  100  Years 
War,  so  I  don't  know  when  that  was  written. 

Senator  Metzenbaum.  It  had  to  be  somewhere  around  November 
9. 

Mr.  Diller.  I  honestly  do  not  know  what  it  refers  to.  I  mean, 
clearly,  distribution  is  a  critical  issue  for  people  who  have  program 
services,  but  in  the  context  of  this  particular  quote  I  just  don't  get 
it. 

Senator  Metzenbaum.  We  won't  make  a  big  deal  out  of  it. 

QVC  now  has  new  partners  in  its  bid  for  Paramount.  You  have 
allied  yourself  with  three  cable  systems — Cox,  Comcast  and 
Newhouse — and  BellSouth.  You  must  think  that  the  new  bidding 
alliance  won't  run  into  the  same  antitrust  problems  that  you  had 
with  TCI.  As  you  know,  I  have  publicly  indicated  that  I  have  con- 
cerns that  deals  between  telephone  and  cable  companies  will  affect 
future  competition  between  these  two  industries.  Therefore,  I  have 
urged  the  antitrust  agencies  to  look  very  closely  at  them. 

Have  you  filed  the  BellSouth  deal  with  the  antitrust  agencies  for 
their  review,  and  if  not,  when  will  you  do  so? 

Mr.  Diller.  We  have  already  filed  and  we  have  received  a  pre- 
liminary clearance  from  the  FTC.  This  is  not  a  deal,  however,  be- 
tween telcos  and  cable  companies.  This  is  a  deal  which  involves  a 
telco,  BellSouth,  and  a  series  of  cable  companies  making  an  invest- 
ment in  essentially  a  program  producer.  In  that  transaction,  there 
are  no  edges  given  to  any  of  the  partners  in  terms  of  programming 
other  than  that  they  will  have  full  access,  but  they  get  no  special 
rights. 

The  issue  for  a  program  producer  is,  of  course,  to  have  the  most 
avenues  in  which  to  sell  his  product.  I  believe  that  is  coming  in  any 
event,  and  I  think  that  if  we  are  successful  in  getting  Paramount 
the  symmetrical  relationship  between  our  partners,  I  think,  will  be 
enormously  helpful  for  us,  but  I  can't  see  any  anticompetitive  ef- 
fect. 

Senator  Metzenbaum.  Well,  I  was  interested  in  your  statement 
that  you  had  a  preliminary  review  and  clearance.  Would  you  tell 
me  how  that  came  about? 

Mr.  Diller.  Well,  BellSouth  filed  for  making  its  investment  in 
QVC,  which  received — I  think  it  was  at  FTC  rather  than  Justice — 
HSR  clearance,  and  that  took  place  some  weeks  ago. 

Senator  Metzenbaum.  But  that  is  before  the  Paramount  deal 
came  into  the  picture. 
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Mr.  DiLLER.  No,  no,  no.  That  was  in  contemplation  of  the  Para- 
mount transaction.  Their  investment  in  QVC  is  subject  to  the  Para- 
mount transaction  being  completed,  and  the  filings  attendant  to  it 
only  contemplated  that.  BellSouth  has  an  option  beyond  that  to  in- 
vest in  QVC,  if  it  chooses  to  do  so,  any  time  within  the  next  6 
months  if  there  is  no  Paramount  transaction. 

Senator  Metzenbaum.  And  BellSouth  has  received  a  preliminary 
clearance  from  the  FTC? 

Mr.  DiLLER.  Yes. 

Senator  Metzenbaum.  I  must  confess  that  I  am  taken  by  sur- 
prise because  I  had  not  heard  that  occurred,  and  it  would  seem  to 
me  for  them  to  have  made  a  preliminary  clearance 

Mr.  DiLLER.  There  are  MFJ  issues  relative  to  BellSouth's  making 
the  direct  investment  in  QVC,  and  those  will  be  dealt  with  over  a 
period  of  time.  They  have  to  clear  all  of  the  MFJ  issues,  but  that 
is  a  separate — that  does  not  relate  to  antitrust  clearance.  Now,  you 
know,  you  go  much  further  into  this  and  you  will  soar  over  my 
head. 

Senator  Metzenbaum.  Well,  let  me  tell  you  why  I  am  concerned 
about  the  antitrust  aspects  of  your  new  bid  for  Paramount.  The 
cable  companies  in  your  deal  serve  some  of  the  largest  markets  in 
BellSouth's  service  area,  such  as  Miami,  FL;  Charlotte,  NC;  and 
Charleston,  SC.  Time  Warner,  another  major  cable  system  in  the 
area,  already  owns  a  9-percent  equity  stake  in  your  company.  It 
seems  to  me  that  these  cable  companies  and  BellSouth  could  lose 
their  enthusiasm  for  aggressive  head-to-head  competition  if  they 
are  allowed  to  acquire  a  common  interest  in  lucrative  cable  pro- 
gramming through  your  Paramount  deal. 

I  expect  immediately  after  this  hearing  to  inquire  of  the  FTC  as 
to  how  this  came  about  so  promptly  that  clearance  was  given  to 
BellSouth  to  go  forward  with  the  deal  because  it  seems  to  me  that 
it  has  some  of  the  same  problems  about  it  that  the  TCI-Bell  Atlan- 
tic deal  has  in  it.  But  I  don't  see  that  being  a  question  for  you  be- 
cause you  are  really  only  a  side  player  on  that.  It  is  between 
BellSouth  and  the  governmental  agencies. 

Mr.  DiLLER.  Well,  it  is  true,  it  is  not  direct,  but  I  reiterate  that 
the  transaction  for  Paramount  is  not  a  combination  of  telcos  and 
cable  in  terms  of  offering  services.  It  is  an  investment  in  a  com- 
pany where  in  the  areas  where  they  both  provide  service  one  of  the 
key  issues  was  would  access  be  provided  to  both  players.  For  in- 
stance, if  BellSouth  and  Comcast  compete  in  a  market  and  Para- 
mount has  a  service  to  offer,  will  they  both  be  able  to  get  it  because 
they  both  intend  to  compete  for  it? 

An  issue  here  was,  of  course,  the  issue  of  nonexclusivity.  Para- 
mount-QVC — it  is  presumptuous  for  me  to  speak  as  if  the  trans- 
action were  completed,  much  though  I  wish  it  would  be.  The  issue 
for  Paramount  is  to  sell  its  products  to  as  many  people  as  possible, 
bidding  as  high  as  they  can  bid.  I  fully  expect  that  Comcast  and 
BellSouth  will  be  in  situations  where  they  will  competitively  bid  up 
the  product  of  Paramount. 

The  advantage  to  them  in  this  transaction  is  that  the  product 
cannot  be  shut  out  from  them.  They  will  obtain  at  least  access  to 
it  if,  and  only  if,  that  is  the  sway  of  the  business  because  it  is  pos- 
sible the  business  will  go  into  a  world  of  exclusivity  at  some  point. 
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The  issue,  of  course,  for  Paramount  or  any  program  producer  is  to 
be  fully  competitive  with  the  other  people  in  their  business  who 
make  programs  because  if  they  are  not  competitive,  then  they 
won't  be  in  business  very  long.  So  nobody  can  ever  get  a  distribu- 
tion edge  on  a  product  for  a  content  producer  and  thing  they  are 
going  to  stay  in  business  happily  for  a  very  long  period  of  time. 

Senator  Metzenbaum.  But  the  real  question  is  will  they  compete 
aggressively  if  they  own  the  same  programming.  You  know,  the 
drive 

Mr.  DiLLER.  Well,  I  would  tell  you — excuse  me.  I  am  sorry,  Sen- 
ator. Forgive  me. 

Senator  Metzenbaum.  That  is  all  right. 

Mr.  DiLLER.  BellSouth's  business  is  going  to  remain  its  business. 
This  is  going  to  be  an  investment  for  BellSouth.  They  are  partner 
of  ours  in  this,  but  they  have  a  direct  business.  So,  too,  does 
Comcast, 

Senator  Metzenbaum.  What  percentage  would  BellSouth  have  in 
the  Paramount  deal? 

Mr.  DiLLER.  12.5  percent. 

Senator  Metzenbaum.  12.5  percent. 

Mr.  DiLLER.  Comcast  is  in  its  own  business.  QVC  represents  an 
investment  for  them.  I  promise  you  that  where  their  own  business 
is  concerned,  they  will  fight  like  crazy  to  keep  competitive,  notwith- 
standing anything  Paramount  wishes  to  do.  As  a  matter  of  fact. 
Paramount  or  any  program  provider  could  conceivably  be  caught  in 
some  way  between  those  acts  of  competition,  but  the  way  it  is  going 
to  get  caught  is  if  there  are  two  bidders. 

For  the  first  time,  I  do  believe  that  if  the  prohibitions  against 
telcos  providing  video  service  in  their  own  market  are  dropped,  I 
think  you  will  get  two  big,  fat  wires  into  the  home,  and  I  think  that 
is  going  to  be  great  for  everybody.  That  has  not  happened  in  terms 
of  multiple  services,  obviously,  in  a  very,  very  long  time. 

Senator  Metzenbaum.  Prior  to  the  Paramount  deal,  you  had 
planned  to  merge  with  Home  Shopping  Network.  As  you  know,  I 
wrote  to  both  the  Antitrust  Division  and  the  FTC  because  I  had  se- 
rious concerns  that  consumers  would  be  harmed  bv  that  merger. 
However,  I  now  understand  that  you  have  dropped  those  merger 
negotiations.  Do  you  have  any  plans  to  reopen  those  talks? 

Mr.  DiLLER.  No,  we  don't  have  any  plans.  We  do  not  have  any 
plans  to  reopen  those  discussions. 

Senator  Metzenbaum.  I  am  curious  as  to  what  else  QVC  would 
expect  to  expand  into.  I  don't  watch  the  QVC  channel  that  often. 
I  am  not  really  in  the  market  for  diamond  rings  or  some  kinds  of 
rings  that  are  being  sold. 

Mr.  DiLLER.  We  sell  a  lot  more  than  that.  Senator. 

Senator  Metzenbaum.  I  am  sure  that  you  do.  [Laughter.] 

I  am  sure  you  do — amethysts  and  this  and  that,  whatever— neck- 
laces. It  seems  to  me  every  time  I  turn  it  on 

Mr.  DiLLER.  We  sold  1,000  IBM  computers  at  $1,100  apiece  a 
couple  of  months  ago. 

Senator  Metzenbaum.  Congratulations,  and  I  am  not  faulting 
you. 

Mr.  DiLLER.  Try  wearing  that  around — well,  excuse  me.  [Laugh- 
ter.] 
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Forgive  me.  I  couldn't  help  it. 

Senator  Metzenbaum.  You  are  taking  me  right  down  the  road 
that  I  am  interested  in. 

Mr.  DiLLER.  Sorry. 

Senator  Metzenbaum.  Are  there  any  limits  as  to  what  cable  net- 
work shopping  may  have?  In  other  words,  is  there  a  time  when  you 
may  be  selling  sugar  and  various  kinds  of  products  not  probably  as 
expensive,  but  perhaps  home  consumer  products  of  that  kind? 

Mr.  DiLLER.  I  think  that  the  category  is  at  its  very  beginning.  I 
mean,  QVC  is  here  in  this  world  of  retailing.  Electronic  retailing 
is  a  $2-billion-plus  business.  Retailing  is,  what,  half  a  trillion,  or 
more.  There  is  no  structural  impediment,  I  think,  to  QVC's  growth 
because  for  convenience  it  is  awful  hard  to  compete  with  buying 
something  from  your  home.  I  mean,  I  keep  saying  buying  under- 
wear in  your  underwear  is  hard  to  beat.  We  don't  have  investments 
in  bricks  and  mortar,  so  it  is  very  hard  to  compete  with  us  on  price 
because  our  investment  relative  to  hard  bricks-and-mortar  retailers 

is  sc  small. 

In  terms  of  information,  I  think  you  know  you  go  to  a  store  and 
you  ask  somebody  to  tell  you  about  this  and  the  say,  well,  I  just 
got  here  yesterday;  I  don't  even  know  what  it  is,  much  less  can  I 
explain  it  to  you.  In  15  minutes  today  on  a,  for  instance,  photog- 
raphy show  on  QVC,  you  will  learn  more  about  how  to  operate  a 
camcorder  than  I  think  you  will  in  almost  any  store  that  you  can 

find. 

So  I  think  that  the  ability,  as  QVC  evolves  out  of  its  history  of 
predominantly  selling  jewelry  into  offering  all  sorts  of  goods  and 
services — I  think  that  the  opportunities  are  unlimited.  I  think  that 
when  you  get  a  big,  thick  pipe  with  the  ability  to  have  huge  servers 
and  stored  enormous  amounts  of  video,  you  can  sit  at  home  and 
say  I  want  to  say  every  blue  tie  there  is  that  looks  like  this  or  looks 
like  that,  and  it  will  download  to  you  and  then  it  will  be  in  your 
house  24  hours  later. 

I  think  that  it  is  at  the  beginning  of  its  process.  It  is  a  very,  very 
immature  business  that  has  just  started  to  grow  and,  as  I  said,  I 
think  that  structurally  there  are  no  impediments  to  what  it  deliv- 
ers. 

Senator  Metzenbaum.  Would  it  be  pretty  difficult  for  a  third 
competitor  to  get  into  the  field? 

Mr.  DiLLER.  No;  as  a  matter  of  fact,  there  have  been  a  series  of 
announcements  recently.  Time  Warner  and  Spiegel  have  an- 
nounced that  they  are  starting  a  competitive  home  shopping  serv- 
ice. Macy's  has  announced  that  they  are.  There  have  been  a  pleth- 
ora of  people  who  have  made  announcements  that  they  are  going 
to  start  home  shopping  businesses. 

Senator  Metzenbaum.  As  a  matter  of  fact,  I  have  a  1991  analy- 
sis of  the  home  shopping  market  by  the  investment  firm  of  Firm 
and  Sells  that  states  that  the  transpositions  of  QVC  and  HSN, 
combined  with  high  barriers  to  entry,  make  it  very  difficult  for  new 
entrants  to  compete  effectively  with  QVC  and  HSN.  The  barriers 
to  entry  identified  in  the  analysis  include  large,  fixed  overheads 
and  the  difficulty  a  new  entrant  would  face  in  getting  its  program 
distributed  by  cable  companies. 
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Has  an5d;hing  about  the  home  shopping  market  changed  since 
1991  to  make  it  any  easier  for  a  new  company  to  get  in  the  market 
and  be  successful? 

Mr.  DiLLER.  Well,  I  think  there  may  be  some  slightly  more  chan- 
nel capacity.  It  is  obviously  clear  that  Mac/s  doesn't  agree  with 
that  report.  I  mean,  they  have  made  a  serious  investment  here. 
Time  Warner  also  must  not  agree  with  it.  They  and  Spiegel  are 
spending,  I  would  say,  a  considerable  amount  of  money  to  get  into 
the  business.  They  must  feel  that  they  can  get  access  to  subscrib- 
ers, and  they  must  also  feel  that  it  is  worth  the  candle. 

Senator  Metzenbaum.  Mr.  Diller,  I  am  now  reading  from  some- 
thing given  to  me  by  one  of  my  very  able  staffers.  It  says  that  I 
think  you  are  mistaken  about  BellSouth's 

Mr.  Diller.  As  a  matter  of  fact,  I  am,  too.  It  says  here  in  this 
little  note  here  that  they  may  not  have  gotten  FTC  clearance  be- 
cause their  initial — I  think  I  was  not  correct.  I  just  assumed,  be- 
cause Advance  did  and  Cox  did  in  their  transaction,  that  BellSouth 
did  as  well.  But  BellSouth's  initial  investment  in  QVC  is  as  a  loan, 
and  the  reason  for  that  is  because  of  the  MFJ  issues  that  need  to 
go  through  their  process.  So  I  am  not  correct  in  saying  that  they 
did  clear  the  FTC. 

Senator  METZENBAUM.  I  think  on  that  point  I  ought  to  quit  when 
I  am  ahead.  My  staff  has  pointed  out  and  your  staff  has  pointed 
out  that  that  particular  piece  of  information  was  not  quite  correct, 
but  it  was  totally  unintentional. 

Mr,  Diller.  It  certainly  was. 

Senator  Metzenbaum.  We  are  grateful  to  have  you  be  with  us 
today,  and  we  will  say  to  you,  as  well  as  all  others  appearing  before 
this  subcommittee,  we  wish  you  well  and  we  will  see  what  hap- 
pens. 

Mr.  Diller.  Thank  you. 

Senator  Metzenbaum.  Thank  you  very  much. 

Our  last  two  witnesses  today  are  Robert  Pitofsky,  of  Arnold  & 
Porter;  and  Henry  Geller,  a  Communications  Fellow  at  the  Markle 
Foundation  in  Washington.  We  are  happy  to  have  both  of  these 
witnesses  with  us  to  wind  up  this  hearing  todav.  I  think  you  have 
been  advised  of  5  minutes  for  presentation,  ana  then  we  will  have 
some  questions. 

Professor  Pitofsky,  please  be  good  enough  to  proceed. 

PANEL  CONSISTING  OF  ROBERT  PITOFSKY,  PROFESSOR  OF 
LAW,  GEORGETOWN  UNIVERSITY  LAW  CENTER,  WASHING- 
TON, DC;  AND  HENRY  GELLER,  COMMUNICATIONS  FELLOW, 
THE  MARKLE  FOUNDATION,  WASHINGTON,  DC 

STATEMENT  OF  PROF.  ROBERT  PITOFSKY 

Mr.  Pitofsky.  Senator,  thank  you.  I  appreciate  this  opportunity 
to  testify  today  on  this  fascinating  set  of  questions.  Let  me  be  clear 
that  I  am  not  going  to  try  to  comment  on  the  legality  or  illegality 
of  the  many  particular  deals  that  you  mentioned  in  your  opening 
statement.  I  don't  have  the  facts.  I  don't  have  access  to  the  docu- 
ments the  Government  is  reviewing.  What  I  would  like  to  do  is 
offer  some  general  comments  about  how  this  cluster  of  mergers  and 
joint  ventures  ought  to  be  reviewed. 
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My  bottom  line  is — and  I  use  a  phrase  from  constitutional  law — 
that  the  enforcement  agencies  should  take  a  very  hard  look  at 
these  deals.  Although  they  are  not  horizontal  mergers,  £ind  ordi- 
narily vertical  and  conglomerate  mergers  aren't  that  much  of  a 
danger  to  competition,  these  are  of  extraordinary  size  and  it  is  im- 
port£int  to  look  at  them  very  closely  for  a  number  of  reasons. 

First,  in  my  experience,  one  of  the  hardest  jobs  that  antitrust  en- 
forcement people  have  to  do  is  to  examine  transactions  at  the  dawn 
of  a  new  technology.  The  problem  is  that  several  things  can  be 
going  on.  One  possibility  is  that  the  firms  are  entering  into  a  merg- 
er or  joint  venture  in  order  to  achieve  market  power,  to  get  miles 
ahead  of  their  competitors  and  then  to  use  that  market  power  so 
that  the  competitors  can  never  catch  up. 

There  are  examples  like  that  in  the  literature.  I  think  perhaps 
one  of  the  best  is  the  coup  that  the  Alcoa  Co.  pulled  off  at  the  turn 
of  the  century.  Through  acquisition  of  patents  and  patent  licenses, 
it  achieved  a  dominant  position  in  the  aluminum  business  and  it 
was  40  or  45  years  before  the  enforcement  authorities  could  do  any- 
thing about  it  through  an  action  and  through  new  entry  by  other 
aluminum  companies.  In  the  meantime,  consumers  paid  a  premium 
to  Alcoa  as  a  result  of  its  dominant  market  position. 

On  the  other  hand,  it  is  quite  possible  that  when  these  mergers 
are  entered  into  it  is  really  an  effort  on  the  part  of  the  firms  to 
keep  up  with  new  developments  in  technology,  and  it  is  often  the 
case  in  dynamic,  changing  markets  that  complementary  technology 
is  really  essential  in  order  to  move  the  process  ahead. 

I  suppose,  as  a  realistic  matter,  quite  often  it  is  a  little  of  both. 
There  is  some  effort  to  achieve  market  power,  there  is  some  effort 
to  combine  technologies,  and  it  is  up  to  the  enforcement  agencies 
to  take  a  very  careful  look  to  try  to  decide  which  motive,  which  ef- 
fect, predominates. 

The  second  point  about  these  mergers  is  that  they  relate  to  com- 
binations in  the  marketplace  of  ideas.  The  majority  view  among 
academics  and  scholars  is  that  antitrust  should  be  concerned  solely 
with  economics,  that  there  is  no  reason  to  think  about  mergers  dif- 
ferently if  it  is  communications,  newspapers,  books,  as  opposed  to 
steel,  oil,  and  cereal. 

I  don't  agree  with  that.  I  believe  that  Congress,  when  it  revised 
section  7  in  1950,  was  clearly  concerned  about  concentration  of  eco- 
nomic power  that  was  a  threat  to  democratic  processes,  and  that 
it  was  important,  in  their  view,  to  take  the  political  side  of  anti- 
trust into  account.  As  a  result,  when  you  are  talking  about  mergers 
in  books,  movies,  entertainment  programming,  means  of  commu- 
nication, I  think  it  should  be  looked  at  a  little  differently,  and  that 
in  a  close  case  the  fact  that  we  are  talking  about  something  that 
has  an  effect  on  the  first  amendment  could  tip  a  decision  in  favor 
of  enforcement. 

Now,  I  want  to  be  clear  that  I  don't  think  today  there  is  any 
threat  that  any  firm  or  group  of  firms  is  likely  to  dominate  the 
means  of  communications.  We  have  an  amazingly  varied  set  of 
communications  means  here,  but  I  think  the  trick  is  to  keep  it  that 
way,  and  that  is  why  reviewing  mergers  at  the  dawn  of  a  new  tech- 
nology is  so  important.  I  also  don't  think,  by  the  way,  that  this  first 
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amendment  concern  is  dispositive.  I  think  it  is  just  an  additional 
factor. 

Third,  there  is  something  special  about  this  cluster  of  mergers, 
and  that  is  that  it  has  to  do  with  markets  that  are  unlikely  to  be 
challenged  by  foreign  competitors.  Now,  we  did  see  the  market  po- 
sition of  dominant  technological  firms  in  the  1970's  like  IBM, 
Xerox,  and  Kodak  challenged,  but  it  is  interesting  that  a  good  part 
of  those  challenges  came  from  abroad.  We  are  not  going  to  see,  I 
think,  challenges  to  movie  companies,  TV  companies,  cable  fran- 
chises by  foreign  companies.  They  may  invest  in  our  companies, 
but  they  are  not  going  to  export  cable  to  the  United  States. 

Fourth,  I  know  there  is  some  concern  that  was  mentioned  earlier 
today  about  the  possibility  that  these  firms  are  so  large  and  some 
of  them  have  such  a  deep  pocket  that  they  will  use  the  money  to 
subsidize  the  other  partner  to  the  firm  in  a  predatory  investment 
or  predatory  pricing  campaign. 

I  think,  with  one  exception,  the  question  of  predatory  cross-sub- 
sidy is  really  an  exaggerated  one  in  antitrust.  I  worry  about  anti- 
trust preventing  deals  in  which  the  goal  is  to  lower  prices  to  con- 
sumers or  improve  products  to  consumers.  The  one  exception,  of 
course,  has  to  do  with  Government-regulated  prices.  You  don't 
want  a  deal  that  is  structured  in  such  a  way  that  it  gets  around 
Government  regulation  by  taking  the  profits  in  the  unregulated 
sector  as  opposed  to  the  regulated  sector. 

My  final  point  about  the  hard  look  is  this  is  high-tech,  this  is  a 
dynamic  industry.  It  is  progressive.  I  think  the  tradition  in  anti- 
trust is  to  be  very  solicitous  about  protecting  incentives  to  inno- 
vate, and  I  would  hope  that  would  continue  in  the  review  of  these 
deals  as  well. 

Thank  you. 

[The  prepared  statement  of  Mr.  Pitofsky  follows:] 

Prepared  Statement  of  Prof.  Robert  Pitofsky 


Competition  Policy  and  Mergers  in  the  Telecommunications  Industry 

Mr.  Chairman  and  members  of  the  Committee:  I  am  Professor  of  Law  at  George- 
town University  Law  Center  and  serve  as  counsel  to  the  Washington,  D.C.  law  firm 
of  Arnold  &  Porter.  I  formerly  served  as  Commissioner  at  the  Federal  Trade  Com- 
mission and  have  written  often  on  the  subject  of  antitrust  enforcement. 

I  appreciate  the  opportunity  to  testify  before  this  Committee  on  the  important 
question  of  antitrust  enforcement  in  connection  with  the  series  of  mergers  recently 
announced  in  the  telecommunications  industry.  Questions  raised  by  these  mergers 
are  difficult  and  important,  and  I  believe  the  Committee  is  acting  very  much  in  the 
public  interest  by  holding  hearings  on  the  subject. 

I  would  like  to  start  today  by  emphasizing  that  I  will  address  some  general  ques- 
tions about  merger  enforcement  in  the  telecommunications  industry.  I  do  not  know 
the  facts  about  specific  proposed  transactions  and,  of  course,  have  no  access  to  the 
documents  that  the  government  agencies  are  reviewing.  I  should  add  that  while  I 
have  been  retained  in  the  past  as  counsel  to  various  local  telephone  companies,  a 
TV  network,  cable  companies,  program  producers  and  programmers,  I  am  not  in- 
volved directly  in  any  of  the  recent  proposed  mergers  in  the  telephone,  television 
and  cable  industries,  i  I  do  not  testify  here  on  behalf  of  any  client. 


1 1  am  indirectly  involved  in  the  sense  that  I  have  advised  a  party  interested  in  the  outcome 
of  the  proposed  AT&T-McCaw  merger.  I  have  to  date  made  no  formal  presentation  to  enforce- 
ment authorities  about  that  transaction.  Also,  my  law  firm,  Arnold  &  Porter,  has  represented 
£md  continues  to  represent  Viacom  on  a  variety  of  matters,  but  the  firm  does  not  represent  that 

Continued 
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While  I  will  take  no  position  on  the  legality  of  specific  transactions,  I  do  urge  that 
the  enforcement  agencies  review  these  transactions  with  special  care — in  constitu- 
tional law  jargon,  take  a  "hard  look" — for  a  series  of  reasons  that  I  would  like  to 
discuss  today.  I  recognize  that  virtually  all  of  these  proposed  transactions  are  "non- 
horizontal,"  and,  as  the  representative  from  the  Federal  Trade  Commission  rightly 
testified  last  montii,  consumer  harm  as  a  resixlt  of  such  transactions  is  less  likely.2 
However,  during  much  of  the  1980's,  federal  antitrust  enforcement  against  vertical 
and  conglomerate  mergers  was  virtually  a  dead  letter.  I  believe  that  policy  of  non- 
enforcement  was  unjustified.  While  there  is  little  question  that  vertical  and  con- 
glomerate mergers  usually  pose  less  significant  anticompetitive  threats  than  hori- 
zontal mergers,  there  never&ieless  are  instances  in  which  they  can  be  anticompeti- 
tive and  need  to  be  reviewed  by  the  enforcement  agencies. 

The  Committee  has  already  heard  excellent  testimony  on  the  standards  to  be  ap- 
plied to  vertical  and  conglomerate  mergers;  3  I  agree  with,  and  will  not  repeat,  that 
discussion. 

The  reasons  why  a  "hard  look"  at  the  recent  series  of  proposed  telecommuni- 
cations mergers  is  called  for  are  set  out  below. 

1.  IMPORTANCE  OF  REVIEW  OF  TRANSACTIONS  AT  EARLY  STAGES  OF  A  NEW 

TECHNOLOGY 

The  media  has  been  filled  in  recent  months  with  dazzUng  and  sometimes  confus- 
ing reports  about  the  dawn  of  a  new  technology.  We  hear  about  the  convergence 
(and  possible  competition  between)  telecommunications  and  cable,  a  new  cable  world 
with  access  to  500  channels,  the  development  of  wireless  technologies  as  competitive 
aJtematives  to  telephone  communications,  and  even  the  possibilities  of  interactive 
communications  between  programmers  and  consumers.  These  various  possibilities 
and  others  are  sometimes  characterized  as  part  of  "information  super  highways,"  an 
accumulation  of  communications  technologies,  all  connected  by  high-speed  comput- 
ers in  fiber-optic  networks,  that  will  revolutionize  information  and  communications 
technologies  in  the  United  States. 

Coincident  with  these  technological  innovations,  we  have  witnessed  a  highly  pub- 
licized array  of  proposed  mergers  among  telephone,  cable,  and  programming  compa- 
nies— purportedly  designed  to  integrate  technologies  so  as  to  pursue  efficient  devel- 
opment of  products  and  services  in  this  new  era. 

Assuming  many  if  not  most  of  these  revolutionary  technologies  will  come  into 
being,  I  suggest  it  is  particularly  important  for  the  federal  enforcement  agencies — 
the  Antitrust  Division  of  the  Department  of  Justice  and  the  Federal  Trade  Commis- 
sion— to  examine  carefiiUy  these  proposed  transactions.  One  of  the  most  difficult 
tasks  of  enforcement  agencies  is  to  reNdew  transactions  at  the  outset  of  new  tech- 
nologies. Not  only  are  the  effects  of  the  new  technology  hard  to  predict,  but  the  na- 
ture of  future  competition  is  uncertain  and  the  identity  of  competitive  players  hard 
to  pin  down. 

Mergers,  joint  ventures  and  technology  licenses  in  the  early  stages  of  new  techno- 
logical developments  can  have  several  goals: 

a.  The  firms  may  be  seeking  through  the  transaction  to  accumulate  market  power, 
use  the  market  power  to  gain  an  advantage  on  present  or  potential  competitors,  and 
distance  themselves  from  the  pack  to  such  a  degree  that  true  competition  is  unlikely 
for  a  period  of  time.  In  antitrust  Uterature,  one  of  the  best  examples  is  Alcoa,^  a 
company  that  through  acquisition  of  patents  and  exclusive  Ucenses  at  the  turn  of 
the  century  achieved  a  dominant  position  in  a  then  new  technology  for  production 
of  aluminum.  It  was  not  until  40  years  later,  as  a  result  of  new  competitive  entry 
and  government  enforcement  action,  that  Alcoa's  dominant  position  eroded. 

Without  government  intervention  or  protection,  no  technological  lead  is  insur- 
mountable— witness  the  recent  challenges  mounted  by  rivals  against  IBM,  Xerox 
and  Kodak,  those  technological  giants  of  the  1960's  and  1970's— but  it  can  often 
take  as  much  as  a  generation  before  true  competitive  conditions  are  restored.  Mean- 
while, consumers  may  pay  a  monopolistic  (or  at  least  noncompetitive)  price  to  the 
market  leader  or  leaders. 


company  in  the  government's  review  of  Viacom's  possible  acquisition  of  Paramount.  The  firm 
also  advises  parties  interested  in  the  outcome  of  the  Bell  Atlantic-TCI  transaction. 

2  See  Statement  of  Mary  Lou  Steptoe,  Acting  Director,  Bureau  of  Competition  of  the  Federal 
Trade  Commission  before  the  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights  of 
the  Committee  on  the  Judiciary,  November  16,  1993. 

3  Testimony  of  Kevin  Arquit,  former  Director  of  the  FTC's  Bureau  of  Competition,  and  Mary 
Lou  Steptoe,  present  Acting  Director  of  the  Bureau. 

^United  States  v.  Aluminum  Co.  of  America,  148  F.2d  416  (1945). 
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b.  The  goal  of  parties  to  the  transactions  may  be  simply  to  stay  abreast  of  new 
technology  and  introduce  complementary  efficiencies  that  no  single  firm  possesses. 
Especially  with  new  technologies,  complementary  resources  may  be  essential  to 
progress.  If  antitrust  is  insensitive  to  efficiency  concerns,  it  will  not  only  injure  U.S. 
consvuners  by  blocking  the  introduction  of  those  efficiencies  in  important  developing 
markets,  but  impede  the  ability  of  U.S.  firms  to  compete  on  a  worldwide  basis.  On 
the  other  hand,  if  the  claim  of  the  merging  partners  is  that  efficiency  is  the  goal, 
it  is  fair  for  the  enforcement  agencies  to  ask  whether  those  efficiencies  are  merger 
specific  (i.e.,  could  they  be  achieved  in  some  less  anticompetitive  way),  and  whether 
the  efficiencies  can  be  achieved  through  mergers,  joint  ventures  or  licenses  among 
less  dominant  companies. 

c.  In  other  situations,  including  "dawn  of  technology"  transactions,  both  market 
power  and  efficiency  objectives  may  be  involved — and  it  is  up  to  the  enforcement 
agencies  to  determine  which  effect  is  likely  to  predominate  and  whether  any  in- 
crease in  market  power  is  counterbalanced  by  any  improvement  in  efficiency. 

These  are  fact  intensive  questions  that  need  to  be  carefully  addressed.  Often,  be- 
cause new  technology  is  involved,  it  takes  some  time  for  enforcement  personnel  to 
get  "up  to  speed"  on  the  economics  of  the  transaction.  The  country  is  not  well  served 
by  generalizations  that  virtually  all  mergers  among  high-tech  companies  are  nec- 
essary in  order  for  the  U.S.  to  protect  its  global  competitive  position,  nor  the  equally 
inappropriate  conclusion  that  all  mergers  among  large  firms  are  at  best  suspect  and 
at  worst  illegal. 

2.  MERGERS  AFFECTING  THE  MARKETPLACE  OF  IDEAS 

Another  reason  why  recently  announced  mergers  in  the  programming  and  tele- 
communications industries  deserve  special  attention  is  because  they  involve  the 
origination  and  communication  of  ideas. 

It  has  become  common  for  antitrust  economists,  academics,  and  lawyers  to  argue 
that  the  antitrust  laws  should  be  interpreted  exclusively  to  serve  economic  goals. 
I  believe  that  is  wrong.e  While  the  antitrust  laws  are  part  of  our  system  of  economic 
regulation,  and  therefore  its  major  goals  should  relate  to  economic  efficiency,  I  do 
not  believe  those  are  the  exclusive  goals  that  Congress  had  in  mind  when  it  enacted 
those  statutes. 

The  legislative  history  leading  up  to  the  enactment  of  the  Sherman  Act  is  obscure, 
but  legislative  history  of  amended  Section  7  of  the  Clayton  Acts  (covering  mergers 
and  joint  ventures)  is  clear  in  describing  the  attitude  expressed  by  proponents  of 
the  bill  that  regulation  was  necessary  because  concentrated  economic  power  result- 
ing from  mergers  and  joint  ventures  might  undermine  free,  democratic  institutions. 
In  that  respect,  dispersion  of  economic  power  complements  the  general  American 
preference  for  a  system  of  checks  and  balances  and  distribution  of  authority  to  pre- 
vent abusive  actions  by  the  state. 

That  concern  about  concentrated  economic  power  should  be  given  added  weight 
where  the  merger  (or  a  wave  of  mergers)  concerns  companies  involved  in  the  com- 
munication of  ideas— whether  it  be  book  companies,  movie  companies,  newspapers 
and  magazines,  radio,  network  TV,  cable  TV  or  the  emerging  telecommunications 
technologies  for  delivering  ideas  to  the  public.  In  those  industries,  there  is  more  at 
stake  than  high  prices  or  low  quality  to  consumers — there  is  a  more  fundamental 
issue  of  avoiding  centralized  control  over  access  to  the  marketplace  of  ideas. 

I  should  add  that  in  my  view  there  is  no  significant  threat  today  of  single-firm 
or  group  dominance  over  the  general  market  covering  the  means  of  communication. 
There  is  in  fact  an  amazing  variety  of  means  of  communication  in  the  United  States 
to  match  our  pluralistic  society.  The  important  thing  is  to  keep  it  that  way. 

Finally,  I  am  not  suggesting  that  quasi-constitutional  concerns  over  the  First 
Amendment  should  be  dispositive  in  every  case  involving  mergers  or  joint  ventures 
in  the  communications  field.  Rather,  I  am  suggesting  that  those  transactions  de- 
serve to  be  reviewed  with  special  care  and,  in  a  case  that  is  very  close  for  traditional 
reasons  (perhaps  involving  a  merger  within  a  subset  of  the  overall  communications 
market),  the  fact  that  ideas  and  communication  of  ideas  are  involved  may  tip  the 
scale  in  favor  of  challenge. 


6  My  views  are  spelled  out  at  greater  length  in  Pitofsky,  'The  Political  Content  of  Antitrust," 

127  Pa.  L.  Rev.  1051  (1979).  .     ..     „,     ^      •      ^    ^  .u    n,     .      a. 

6  64  Stat.  1125  (1950).  Legislative  history  is  summarized  in  Bok,  Section  7  of  the  Clayton  Act 
and  the  Merging  of  Law  and  Economics,  74  Harv.  L.  Rev.  226,  234-37  (1960). 
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3.  GEOGRAPHIC  MARKET  CONSIDERATIONS 

There  are  markets  where  concentration  of  economic  power  in  the  United  States 
appears  less  threatening  to  consumer  interests  because  of  possibilities  of  inter- 
national trade.  It  is  useful  to  note  again  that  the  market  positions  of  those  techno- 
logical powerhouses  of  the  1960's  and  the  1970's — IBM,  Xerox  and  Kodak — were 
challenged  to  a  large  extent  by  foreign-based  competitors. 

Another  reason  for  a  close  look  at  mergers  in  tne  telecommunications  field  is  that 
foreign  competition  is  unlikely  to  have  a  deconcentrating  effect  in  the  future.  For- 
eign programming  has  been  a  modest  factor  in  the  American  entertainment  market. 
Local  exclusive  franchises  in  cable  and  telecommunications  are  unlikely  to  be  chal- 
lenged by  foreign  firms.  Foreign  investment  in  existing  American  firms  is,  of  course, 
a  significant  possibility,  but  that  is  not  the  same  as  foreign  firms,  through  export, 
adding  additional  competitors  to  a  U.S.  market. 

4.  THE  PROBLEM  OF  CROSS-SUBSIDY 

I  understand  there  is  some  interest  in  the  question  of  whether  telecommunication 
mergers  will  permit  the  combining  firms  to  cross-subsidize  each  other's  operations 
and,  for  that  reason,  may  be  vulnerable  to  antitrust  challenge.  Specifically,  there 
might  be  concern  that  the  extremely  large  firms  involved  in  these  proposed  trans- 
actions, many  with  enormous  capital  assets,  could  use  those  assets  through  preda- 
tory investment  or  predatory  pricing  to  disadvantage  competitors  of  the  partner  to 
the  merger. 

With  an  exception  that  I  will  discuss  below,  I  submit  that  the  whole  notion  of 
cross-subsidy  among  partners  to  a  merger  leading  to  anticompetitive  and 
anticonsumer  effects  is  Questionable.  The  theory  behind  it  is  largely  that  a  wealthy 
partner  to  a  merger  will  use  its  profits  in  one  market  to  stifle  competition  in  an- 
other. For  starters,  it  should  be  recognized  that  the  theory  depends  on  an  idea  that 
investment  in  the  second  market  or  low  prices  in  the  second  market  is  something 
to  be  prevented  by  law.  I  suggest  that  antitrust  enforcement  should  be  cautious  and 
circumspect  when  its  immediate  goal  is  to  block  improved  products  or  low  prices  to 
consumers. 

Even  if  there  is  something  to  the  concern  that  cross-subsidies  producing  low  prices 
to  consumers  is  to  be  feared — because  the  short-term  low  prices  will  be  followed  by 
noncompetitive  high  prices  after  rivals  have  been  driven  from  the  market — the 
cross-suDsidy  aspect  of  the  problem  should  be  of  little  concern  for  several  reasons: 

a.  If  there  is  any  long-term  competitive  danger  from  low  prices,  the  focus  should 
be  on  the  level  of  prices  rather  than  the  source  of  the  funds  that  allow  the  aggres- 
sive price  campaign  to  be  conducted.  From  an  antitrust  point  of  view,  it  should  not 
matter  that  a  predatory  campaign  is  conducted  with  the  help  of  profits  from  a  relat- 
ed monopoly  market  as  opposed  to  money  derived  from  any  source  of  capital — inter- 
est on  investments,  debt,  accumulated  earnings.  The  real  issue  is  whether  the  prices 
are  extremely  low  so  as  to  indicate  an  intent  to  drive  rivals  out  of  business  and  later 
recoup  the  predatory  investment. 

b.  The  threat  of  cross-subsidy  is  often  exaggerated  because  observers  see  a  single- 
firm  earning  high  profits  in  so-called  monopoly  markets  and  low  profits  in  competi- 
tive markets,  and  assume  there  is  some  exclusionary  campaign  going  on.  In  fact, 
it  is  a  normal  consequence  of  supply  and  demand,  and  often  a  consequence  of  dif- 
ferent levels  of  risk,  that  a  multi-product  firm  will  earn  higher  profits  in  markets 
in  which  it  faces  little  or  no  competition  than  in  those  where  it  has  many  rivals. 

c.  Finally,  it  is  questionable  whether  the  proposed  mergers  in  the  telecommuni- 
cations industry  are  likely  to  facilitate  predatory  campaigns.  In  most  instances,  both 
parties  to  the  combination  are  large,  well-financed  companies  and  do  not  need  the 
assets  of  the  merger  partner  to  run  a  predatory  campaign — in  the  unlikely  event 
that  predation  was  their  goal. 

In  FTC  V.  Procter  &  Gamble,''  the  Supreme  Court  did  find  that  a  merger  between 
the  powerful  Procter  &  Gamble  Company  and  the  relatively  smaller  Clorox  Com- 
pany violated  Section  7,  in  part  because  of  the  threat  that  P&G  would  use  its  enor- 
mous resources  and  advertising  budget  to  restrain  competition  among  smaller  firms 
in  the  liquid  bleach  market.  The  great  disparity  in  size  between  P&G  and  the  rivals 
of  Clorox  was  a  factor.  More  important  there  was  evidence  in  that  record  that  P&G, 
after  the  merger,  had  actually  conducted  a  predatory  advertising  campaign  in  one 


7  386  U.S.  568(1967). 
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city.  Also  smaller  competitors  in  the  liquid  bleach  market  testified  that  P&G's  size 
and  market  power  dampened  their  incentives  to  compete.  In  short,  there  was  evi- 
dence that  the  P&G-Clorox  merger  actually  led  to  some  predation  and  anticompeti- 
tive effects — not  simply  that  it  put  the  parties  in  a  position  to  conduct  such  a  cam- 
paign if  they  chose  to  do  so. 

There  is  some  reason  to  be  concerned  about  the  problem  of  cross-subsidy  where 
one  of  the  partners  to  the  merger  is  a  regulated  monopoly.  As  a  result  of  the  merger, 
the  combined  firm  may  avoid  rate  regulation  by  keeping  its  profits  low  in  the  regu- 
lated sector  of  its  business  and  raising  profits  in  the  unregulated  sector.  For  exam- 
ple, a  public  utility  facing  rate  regulation  might  acquire  an  equipment  manufacturer 
in  a  related  but  unregulated  market,  and  raise  the  prices  of  equipment  it  sold  to 
itself  in  order  to  improve  its  overall  profit  picture. 

Even  in  the  regulated  monopoly  situation,  if  the  regulator  can  effectively  super- 
vise whether  the  input  was  sold  at  a  fair  price,  the  problem  of  cross-subsidy  dimin- 
ishes. There  is  no  way  to  generalize  about  the  abihty  to  supervise.  These  are  fact 
issues  that  require  careful  consideration — the  "hard  look"  mentioned  earlier — to  sep- 
arate the  usually  benign  instances  of  cross-subsidy  from  the  rare  instances  where 
it  is  a  problem.  Only  if  effective  supervdsion  is  not  feasible  do  mergers  between  regu- 
lated and  unregulated  companies — raising  the  specter  of  avoidance  of  rate  regula- 
tion— became  an  antitrust  problem. 

5.  MERGERS  IN  "HIGH-TECH"  INDUSTRIES 

Finally,  I  would  like  to  offer  a  few  thoughts  on  the  question  of  antitrust  enforce- 
ment against  transactions  in  industries  characterized  by  dynamic  technological 
change. 

In  recent  months,  there  have  been  several  editorials  and  op  ed  pieces  suggesting 
that  U.S.  antitrust  enforcement  is  somehow  inconsistent  with  the  nation's  need  to 
maintain  an  industrial  pace  that  is  dynamic,  innovative  and  progressive.  I  suggest 
that  antitrust  has  taken  a  "bum  rap"  on  the  subject. 

For  the  most  part,  antitrust  enforcement  and  antitrust  case  law  have  been  solic- 
itous in  avoiding  enforcement  that  would  unnecessarily  undermine  incentives  to  in- 
novate. Nonetheless,  there  have  been  suggestions  that  antitrust  enforcement  aimed 
at  research  and  development  joint  ventures  has  blocked  those  alliances  to  a  greater 
extent  than  occurs  in  other  countries,  particularly  Japan  and  Germany.  In  fact,  in 
the  103  years  that  the  Sherman  Act  has  been  on  the  statute  books,  there  has  been 
exactly  one  government  challenge  to  an  R&D  joint  venture. ^  Even  against  that 
record.  Congress  passed  the  National  Cooperative  Research  Act  of  1984  which  lim- 
ited antitrust  exposure  in  the  area  of  cooperative  R&D  joint  ventures. 

In  other  areas  of  antitrust,  antitrust  guides  and  decisions  have  avoided  unneces- 
sarily impeding  R&D  activities.  An  example  was  the  decision  in  the  Sherman  Act 
case  holdmg  that  Kodak,  a  monopolist  in  the  camera  and  film  business,  did  not  have 
to  predisclose  its  innovations  on  film  products  to  assist  smaller  camera  manufactur- 
ers to  compete. 9  The  court  concluded  that  a  predisclosure  requirement  might  chill 
incentives  tor  aggressive  R&D  activity  and  rejected  the  plaintiffs  claim. 

If  there  is  a  problem  in  this  area,  it  is  probably  with  antitrust  enforcement  offi- 
cials and  the  antitrust  bar  for  failing  to  explain  to  occasionally  risk-adverse  business 
people  that  antitrust  is  almost  never  a  barrier  to  legitimate  R&D  activity. 

Tne  antitrust  tradition  of  adjusting  enforcement  to  take  innovation  incentives  into 
account  should  continue.  It  may  well  be  that  borderline  transactions  in  industries 
characterized  by  rapid  and  dynamic  change  are  not  as  threatening  as  in  a  mature 
industry  precisely  because  competition  will  take  the  form  of  waves  of  innovation 
rather  than  traditional  rivalry  over  price.  A  new  entrant  with  a  better  product  in 
such  markets  can  displace  dominant  firms  quickly,  regardless  of  the  new  entrant's 
market  share  in  a  previous  year.  Here  again,  a  rigorous  review  of  the  transaction, 
and  careful  appraisal  of  sponsors'  claims  about  innovation,  can  contribute  to  a  more 
sensible  overall  antitrust  policy. 

Senator  Metzenbaum.  Thank  you  very  much,  Professor  Pitofsky. 
Mr.  Henry  Geller,  a  Communications  Fellow  at  the  Markle  Foun- 
dation, we  are  happy  to  have  you  with  us,  sir. 


8 See  United  States  v.  Automobile  Manufacturers  Association,  307  F.Supp.  617  (CD.  Cal. 
1969),  affd  in  part  and  appeal  dismissed  in  part  sub  nom,  Grossman  v.  Automobile  Manufactur- 
ers Association,  397  U.S.  248  (1970). 

^Berkey  Photo  Inc.  v.  Eastman  Kodak  Co.,  603  F.2d  263  (2nd  Cir.  1979),  cert,  denied,  444  U.S. 
1093(1980). 
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STATEMENT  OF  HENRY  GELLER 

Mr.  Geller.  Thank  you  for  this  opportunity.  Like  Bob,  I  have 
not  looked  over  all  the  aspects  and  all  the  facts  of  the  transaction. 
I  have  focused  very  largely,  as  my  statement  to  you  makes  clear, 
on  the  telecommunication  one  and  the  issue  of  competition  in  local 
telecommunications. 

It  is  now  sound  and  very  established  policy  at  the  Federal  level, 
at  least,  to  try  to  promote  competition  in  telecommunications.  The 
major  problems  are  in  the  local  area.  There  is  a  local  exchange  mo- 
nopoly based  largely  on  the  bottleneck  local  loop  to  small  business 
and  to  residences.  There  is  also  another  monopoly  in  cable  tele- 
vision. 

The  policy  at  the  Federal  level  is  to  try  to  encourage  competition 
to  break  those  bottlenecks,  to  break  those  monopolies.  I  think, 
therefore,  that  one  of  the  major  questions  you  should  focus  on  is 
what  do  these  mergers — and,  in  particular,  because  that  is  the 
major  focus  here,  the  Bell  Atlantic-TCI  merger — what  does  it  do  to 
break  those  monopolies. 

I  think  on  the  first  point  of  the  competition  of  local  exchange, 
there  is  an  enormous  plus,  Mr.  Chairman.  It  is  true,  as  you  heard, 
that  TCI  was  gearing  up  changing  its  structure  and  its  technology 
to  compete  in  telecommunications,  but  when  you  add  in  the  factor 
of  Bell  Atlantic,  with  its  expertise  and  its  resources,  it  seems  to  me 
that  that  competition  is  greatly  strengthened,  and  you  need  a  very 
large  company  to  go  after  the  local  exchange  monopoly. 

I  think,  therefore,  that  the  issue  before  you — and  you  can  see  it 
as  a  pattern;  Southwestern  Bell,  US  West,  and  others  want  to  use 
the  cable  infrastructure  as  a  spring  board  to  take  on  the  incumbent 
local  exchange  carrier.  I  believe  that  that  is  a  plus. 

When  you  look  at  the  other  monopoly  here,  the  cable  television 
one,  there  is  a  plus  that  is  not  as  great,  and  that  is  that  with  the 
coming  of  these  strengthened  cable  companies,  strengthened  by  the 
addition  of  the  telcos,  the  incumbent  has  to  accelerate  its  deploy- 
ment of  fiber,  has  to  move  ahead  much  more  rapidly  in  video  dial 
tone.  I  agree  with  Bob  that  this  is  a  first  amendment  area,  and  I 
really  heartily  endorse  the  video  dial  tone,  the  common  carrier  way 
of  operating.  It  serves  the  first  amendment  markedly. 

You  can  see  one  example  of  this  by  looking  at  what  was  referred 
to  by  Dr.  Malone  earlier.  Pacific  Bell  has  stated  that  it  is  going  to 
accelerate  its  deployment  of  fiber.  It  is  doing  it  by,  I  think,  $4  bil- 
lion out  of  the  $16  billion.  It  has  said  that  it  is  doing  this  in  order 
to  meet  the  new  competition,  and  it  is  going  to  go  first  where  TCI 
and  Time  Warner  are  because  that  is  where  the  competition  is 
coming  from.  Bell  Atlantic  has  pledged  to  continue  and  to  acceler- 
ate its  deployment  in-region,  and  so  once  again  you  get  this  first 
amendment  benefit  and  you  get  competition. 

There  is,  when  you  look  at  the  merger,  the  need  to  get  a  true  di- 
vestiture in-region.  I  believe  that  is  a  flaw,  as  I  read  the  letter  of 
agreement.  There  should  be  no  cooperative  network  agreement 
here.  There  ought  to  be  a  true  sale  or  trade,  or  whatever,  and  with 
that  you  will  get  competition  to  Bell  Atlantic  and  that  is  what  you 
want.  You  want  somebody  to  come  in  there,  perhaps  aided  by  a  re- 
gional company,  and  really  compete  with  them. 
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But  it  is  a  balancing  act  from  that  point  of  view  and,  as  I  say, 
I  focused  on  this  telecommunications  policy  issue  and  I  think,  on 
balance,  the  public  interest  is  served  in  that  sense  by  this  merger. 
I  have  not  gone  into  other  aspects  of  it  as  deeply.  As  I  said,  I  don't 
know  the  full  facts  of  it.  I  do  believe  that  there  is  a  need  for  safe- 
guards. I  go  over  some  of  them  in  my  statement  already.  They  are 
in  pending  bills,  the  Markey-Fields  bill,  and  also  the  Danforth- 
Inouye  bill.  I  would  be  glad  to  amplify  on  those.  There  is  a  need 
for  these  safeguards  as  the  telcos  go  into  content,  and  there  also 
is  a  need  for  the  safeguards  when  the  cable  system  goes  into  tele- 
communications. 

Thank  you. 

[The  prepared  statement  of  Mr.  Geller  follows:] 

Prepared  Statement  of  Henry  Geller 

My  views  on  the  issues  before  the  Subcommittee  are  disinterested  and  my  own, 
not  those  of  any  non-profit  organization  with  which  I  am  associated.  I  shall  briefly 
discuss  the  policies  that  I  believe  should  govern  this  area  and  then  relate  those  poli- 
cies to  the  proposed  Bell  Atlantic-TCI  merger. 

The  main  goals  of  governmental  poUcy  are  twofold:  to  enable  telecommunications 
to  make  a  maximum  contribution  (1)  to  efficiencies  because  productivity  is  the  key 
factor  in  the  global  competition  that  is  now  the  norm,  and  (2)  to  the  quality  of  life 
in  the  information  society  in  areas  like  education,  health  care,  telecommuting,  and 
democratic  processes.  Policies  to  implement  these  goals  have  become  difficiilt  in 
light  of  the  convergence  of  the  telco,  cable  television,  broadcast,  computing,  news- 
paper, and  other  industries.  The  basic  strategies  that  have  emerged  in  recent  years 
are  sound  but  have  not  been  folly  or  effectively  implemented. 

First  and  foremost  is  the  strategy  of  employing  competition — open  entry.  Competi- 
tion is  the  norm  in  the  U.S.  because  it  spurs  efficiencies,  innovation  and  drives 
prices  to  marginal  costs.  It  has  worked  brilliantly  in  customer  premises  equipment 
sector,  and  has  led  to  rapid  modernization  in  the  interexchange  (EX)  toll  area,  with 
massive  investment  in  fioer  optic  cable  and  innovative  marketing  approaches.  The 
problem  area  now  is  in  local  telecommunications,  where  there  are  two  large  bottle- 
necks— ^the  local  loop  of  the  exchange  carrier  (LEG)  and  the  coaxial  drop  of  the  cable 
television  system. 

The  answer  to  both  monopolies  is  to  hermit  and  promote  competitive  entry.  I  there- 
fore strongly  support  the  pending  bills  (e.g.,  S.  1086  and  H.R.  3636)  that  open  the 
telco  monopoly  to  competition  by  removing  state  barriers  and  requiring  effective 
interconnection,  including  open  network  architecture  (ONA — unbundling  functions 
like  transport,  the  switch,  and  especially  the  local  loop).  I  do  suggest  that  it  is  a 
mistake  to  "micromanage"  the  process  in  legislation  and,  most  important,  to  impose 
the  task  of  unbundling,  etc.,  on  the  FGG  in  all  50  states.  My  suggestion  is  that  there 
be  general  congressional  guidance,  with  the  FCC  having  the  authority  to  flesh  out 
such  guidance  with  rules  (which  would  be  revised  over  time)  and  with  the  States 
than  being  required  to  implement  the  Act's  provisions  and  FCC  rules,  taking  into 
account  their  particular  circumstances.  If  there  were  egregious  delays  or  state  ac- 
tions inconsistent  with  the  Federal  overlay,  the  FCC  could  intervene  on  its  own  mo- 
tion or  on  petition  from  an  aggrieved  party.  The  legislation  should  also  specify  that 
there  is  no  regulatory  role  for  cities  other  than  to  ensure  public  safety  and  conven- 
ience in  the  use  of  the  streets. 

A  similar  Federal  overlay  should  be  employed  to  ensure  that  the  LEG  and  new- 
comers can  operate  fairly  and  effectively  in  the  new  competitive  environment.  Prices 
for  services  can  no  longer  send  false  economic  signals,  encouraging  entry  into  high 
margin  services  and  discouraging  any  competitive  assault  on  those  oeing  subsidized, 
with  this  rebalancing  done  gradually  over  time  to  prevent  undue  disruption.  Price 
regulation,  pricing  flexibility  in  the  competitive  areas,  and  depreciation  schedules 
fostering  necessary  modernization  are  in  order. 

There  has  been  a  long  dispute,  now  before  the  Supreme  Court,  whether  the  FCC 
has  the  right  to  forbear  from  regulation,  where  competitive  conditions  warrant  such 
action.  This  issue  should  have  been  settled  by  Congress  long  ago  by  affording  such 
discretion  to  the  agency. 

Universal  service  remains  a  most  important  concept,  and  will  continue  to  evolve 
over  time.  But  it  should  be  revised  so  as  to  target  tnose  in  need,  and  be  adminis- 
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tered  in  a  way  that  does  not  skew  competition.  That  is  certainly  not  true  today. 
There  are  a  number  of  approaches  that  should  be  given  careful  consideration. 

In  the  cable  television  area,  Congress  acknowledged  in  the  1992  Cable  Television 
Consumer  Protection  and  Competition  Act  that  rate  regulation  of  cable  is  a  stop- 
gap— that  what  is  needed,  above  all,  is  effective  competition.  The  Act  does  take 
steps  to  enable  such  competition,  the  most  important  being  that  vertically  inte- 
grated cable  programming  be  made  available  on  reasonable  terms  to  cable's  rivals 
such  as  Direct  Broadcast  Satellite  and  wireless  cable  (see  Section  628  of  the  Act, 
47  U.S.C.  548). 

However,  the  1984  Cable  Act  still  bars  telco's  provision  of  full  competition,  includ- 
ing telco's  generation  of  video  content,  in  the  telco's  area  of  operation.  Rather  than 
letting  the  issue  be  decided  in  the  multiple  court  cases  now  pending.  Congress 
should  settle  the  matter  by  allowing  such  content  entry  but  with  the  following  quali- 
fications: 

(i)  The  telco  should  not  be  permitted  to  acquire  or  hold  any  significant  interest 
in  a  cable  television  system  in  its  area  of  operation.  (There  should  not,  however,  be 
any  bar  on  joint  construction  of  the  fiber,  such  as  is  now  done  by  competitors  in 
the  trans-oceanic  cable,  so  long  as  the  construction  partners — telco,  cable,  and  pos- 
sibly the  power  company — remain  free  to  compete  with  one  another). 

(ii)  The  telco  must  use  a  fully  separated  subsidiary  for  the  content  operation. 
There  are  no  economies  of  scale  or  scope  in  joint  operation  since  there  is  no  need 
for  joint  maintenance  or  marketing  or  any  joint  and  common  equipment.  This  re- 
quirement should  extend  to  all  content-generated  operations  of  the  telco,  and  not 
just  to  "video  programming"  because  there  is  no  realistic  way  to  draw  the  line  now 
required. 

(iii)  There  should  be  a  requirement  of  common  carriage  operation  by  the  telco  par- 
ent company  in  the  provision — of  content  service. 

This  last  requirement  is  of  crucial  importance.  Common  carriage  operation  facili- 
tates transactions  and  markedly  serves  the  First  Amendment.  It  would  mean  that 
the  print  model  is  available  for  electronic  publishing,  including  video,  in  the  next 
century.  Today  anyone  can  start  a  magazine  or  newsletter,  and  distribute  it  widely 
through  a  common  carrier  (e.g.,  the  postal  service  or  the  telephone  line  in  the  case 
of  faxed  news  letters),  with  the  market,  not  some  distributor  gatekeeper,  determin- 
ing the  success  of  the  offering.  That  same  kind  of  bedrock  common  carrier  system 
for  video  should  be  available  in  the  next  century,  if  we  are  to  faithfully  serve  the 
crown  jewel  of  the  Bill  of  Rights — the  First  Amendment,  with  its  underlying  goal 
that  the  American  people  receive  information  from  diverse  and  antagonistic  sources 
as  possible. 

This  is  not  to  say  that  the  bedrock  telco  operation  should  be  preferred  over  other 
broadband  systems.  All  should  be  afforded  a  full  and  fair  opportunity.  Indeed,  if 
with  these  "thousand  flowers,"  it  should  develop  that  there  is  ready  access  for  all 
providers,  there  then  may  be  no  need  for  common  carrier  operation.  But  we  shoxild 
not  abandon  this  crucial  safety  valve  unless  and  until  there  is  clearly  shown  to  be 
no  need  for  it. 

It  follows  from  the  above  that  I  regard  the  pending  bills  as  flawed.  S.  1086  does 
not  have  a  common  carrier  requirement,  while  the  common  carrier  approach  of  H.R. 
3636  is  seriously  flawed.  In  seeking  to  avoid  asymmetric  regulation  of  telco  and 
cable,  both  miss  the  larger  public  interest  consideration. 

There  is  also  the  question  of  extending  the  common  carrier  concept,  to  some  ex- 
tent, to  cable  television.  Two  provisions  of  the  1984  Act,  Section  612(c)(2),  requiring 
leased  commercial  access,  and  Section  611(e),  making  available  PEG  (public,  edu- 
cational and  governmental)  channels,  do  take  away  cable's  gatekeeper  role,  but  nei- 
ther has  yet  proven  out.  The  Act  allowed  the  franchising  authority  to  use  the  fran- 
chise fee  for  any  purpose  (pensions,  potholes),  v/hereas  previously  the  FCC  had  re- 
quired its  use  for  cable  related  purposes,  chiefly  financial  support  of  the  PEG  chan- 
nels. The  leased  channel  provision  is  so  hedged  that  it  has  proven  worthless.  Con- 
gress should  remedy  fully  and  clearly  both  these  deficiencies. 

Cable  is  about  to  enter  the  telecommunications  field,  most  likely  through  personal 
communications  services  (PCS)  or  access  provision.  When  it  does,  it  will  need  inter- 
connection to  LEC  facilities,  particularly  tne  bottleneck  local  loop.  Such  interconnec- 
tion should  be  afforded  on  a  reciprocity  basis,  and  thus,  wherever  technically  fea- 
sible, the  LEC  and  other  carriers  should  have  access  to  cable's  bottleneck  facilities — 
its  coaxial  drop  and  insider  wiring — on  reasonable  terms  (with  the  same  Federal- 
state  regulatory  process  described  earlier).  Indeed,  this  should  be  a  requirement 
today. 
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Finally,  there  is  the  matter  of  the  manufacturing  and  DC  restrictions  in  the  Modi- 
fied Final  Judgment  (MFJ).  These  are  strongly  disputed  issues  that  have  long 
plagued  the  area.  I  have  set  forth  views  on  them,  but  no  useful  purpose  would  be 
served  by  repeating  them  here.  Rather,  it  is  vital  that  these  matters  be  resolved  so 
that  the  entire  U.S.  telecommunications  industry  can  go  forward  and  make  the 
needed  contribution  to  efficiencies  and  quality  of  life.  I  therefore  strongly  endorse 
the  consensus  approach  of  the  Brooks-Dingell  bill  (H.R.  3626).  I  do  so  not  because 
I  agree  with  all  its  provisions  but  rather  because  I  heartily  agree  with  the  notion 
of  putting  this  vexing  issue  to  rest.  We  cannot  properly  deal  with  the  future  if  we 
remain  so  mired  in  past  controversy. 

The  foregoing  has  dealt  with  the  general  policy  approaches  that  I  believe  shovild 
be  taken  in  this  area.  I  turn  now  to  the  application  of  those  polices  to  the  proposed 
Bell  Atlantic-TCI  merger.  The  critical  issue  is  not  whether  the  merger  results  in 
"bigness"  but  whether,  on  balance,  it  promotes  competition  and  the  public  interest. 
I  think  that  it  clearly  does. 

First,  Bell  Atlantic,  using  the  base  of  the  TCI  systems,  will  be  able  to  provide 
much  needed  competition  to  the  LEG  in  the  six  regions  outside  its  own  home  terri- 
tory. TCI  is  now  engaged  in  modernizing  its  systems  (largely  through  conversion  to 
fiber  optic)  and  is  most  interested  in  provision  of  PCS  and  access  services.  But  clear- 
ly, a  Bell  Atlantic-TCI  company  will  be  able  to  compete  with  the  LEC  much  more 
effectively  in  light  of  Bell  Atlantic's  deep  expertise  in  local  telecommunications  and 
the  resources  it  can  bring  to  bear. 

Indeed,  this  development,  along  with  other  activities  by  companies  such  as  U.S. 
West  and  Southwestern  Bell,  would  deem  to  indicate  a  significant  pattern  of  Re- 
gional Bell  Companies  making  use  of  cable  television  networks  to  invade  each  oth- 
er's territories  for  competitive  purposes.  Such  strong  competition  to  the  entrenched 
LEC  is  a  trend  to  be  welcomed,  not  blocked. 

The  merger  could  be  the  most  important  step  possible  to  break  the  local  exchange 
bottleneck.  That  is  a  huge  plus.  That  brings  me  to  the  question  of  the  other  large 
bottleneck  problem  in  local  telecommunications — the  cable  television  monopoly. 

The  merger  should  provide  a  powerful  stimulus  to  the  LECs  to  move  forcefiilly 
in  the  broadband  eirea.  Indeed,  it  has  already  done  so.  Thus,  Pacific  Bell  has  an- 
nounced step-upped  plans  to  deploy  fiber  and,  signifcantly,  has  chosen  to  move  first 
in  the  areas  where  it  will  face  the  heightened  competition  from  TCI  and  Time-War- 
ner systems.  See  Telecommunications  Reports,  Nov.  15,  1993,  at  1-2  ("Pacific  Bell 
Unveils  Plan  to  Deploy  Broadband  Local  Distribution  Network  to  5.5  Million  Homes 
by  Year  2000").  Pacific  Bell  will  use  these  facihties  to  provide  video  dialtone  com- 
petition to  cable  television.  As  stated,  this  common  carrier  approach,  with  its  gate- 
ways and  open-platforms  available  to  all  providers,  including  the  small,  innovative 
companies,  makes  a  marked  contribution  to  the  nation's  First  Amendment  goads. 

Bell  Atlantic  has  pledged  to  continue  its  leadership  role  in  providing  such  video 
dialtone  competition.  In  this  respect,  to  assure  that  Bell  Atlantic  must  go  all-out 
within  its  region  to  provide  this  open  platform  and,  equally  important,  to  afford  the 
opportunity  of  all-out  telecommunications  competition  to  Bell  Atlantic  from  the  TCI- 
owned  systems  within  ihai  region,  I  have  urged  that  there  be  full  divestiture  of  such 
systems  (i.e.,  sale  or  trade)  rather  than  a  spin-off  to  TCI  stockholders.  See  Letter 
of  October  26,  1993,  to  Assistant  Attorney  Creneral  Bingaman.  I  would  hope  that  the 
new  owners — say,  a  Time-Warner  or  Comcast  or  Cox — would  then  engage  in  the 
same  kind  of  telecommunications  efforts  as  Bell  Atlantic-TCI  will  do  out-of-region. 
With  such  divestiture,  I  perceive  only  the  opportunities  for  great  gain  to  the  public 
interest,  including  the  critical  competitive  aspect. 

In  reaching  this  conclusion  in  my  October  26th  letter,  I  did  not  refer  to  the  issue 
of  cable  programming.  I  reco^ze  that  vertically  integrated  programming  in  the 
cable  field  has  raised  difficult  issues.  There  are  substantial  gains  from  such  vertical 
integration,  but  also  drawbacks.  In  the  1992  legislation,  Congress  struck  a  balance, 
allowing  the  vertical  integration  but  requiring  access  on  reasonable  terms  to  ri- 
vals.The  issue  thus  becomes  whether  there  is  some  aspect  of  the  merger  that  so  ex- 
acerbates the  problem  as  to  require  remedial  action.  Since  Bell  Atlantic  has  no  con- 
tent holdings,  that  issue  must  turn  on  the  resulting  size  of  the  merged  company. 
But  from  the  standpoint  of  "clout"  in  dealing  with  cable  programmers,  the  merged 
company  will  have  less  cable  subscribers  with  the  divestiture  of  all  the  TCI  systems 
within  the  Bell  Atlantic  region  (over  1.6  million  subscribers).  It  is  true  that  Bell  At- 
lantic will  be  promoting  its  video  dialtone  operations  to  its  in-region  subscribers  as 
quickly  as  is  economically  feasible,  but  those  operations  are  today  far  from  the 
equivalent  of  an  established  cable  operation,  and  it  is  a  matter  of  some  conjecture 
when  and  whether  they  will  become  the  full  equivalent  (just  as  it  must  be  somewhat 
conjectural  in  the  case  of  DBS  competition  to  cable).  The  cable  programming  aspect 
therefore  did  not  seem  to  me  to  pose  an  obstacle. 
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Assuming,  arguendo,  that  I  am  wrong  on  that  score,  it  still  would  not  appear  to 
be  a  matter  for  legislation  but  rather  for  the  application  of  the  antitrust  laws  to  a 
particular  set  of  circumstances. 

I  hope  that  the  foregoing  is  helpful  to  the  Subcommittee  in  its  consideration  of 
this  important  field  and  matter.  I  thank  the  Subcommittee  for  the  opportunity  to 
appear  and  set  forth  these  views. 

Senator  Metzenbaum.  Thank  you  very  much,  Mr.  Geller.  I  might 
ask,  do  either  of  you  have  any  relationship,  direct  or  indirect,  with 
any  of  those  involved  in  these  mergers  or  anxious  to  be  involved 
in  the  mergers? 

Mr.  PiTOFSKY.  I  mentioned  in  my  prepared  testimony  that  I  have 
advised  quite  a  number  of  firms  in  this  industry,  but  I  don't  rep- 
resent anybody  whose  deal  is  being  reviewed  by  the  Government 
right  now. 

Mr.  Geller.  I  don't  have  any  consultation  or  employment  in  any 
private  sense.  I  am  totally  disinterested. 

Senator  Metzenbaum.  What  is  the  Markle  Foundation? 

Mr.  Geller.  It  is  a  foundation  in  New  York  which  funds  tele- 
communications, educational  uses  of  communications,  communica- 
tions in  society.  It  makes  grants  of  about  $2  to  $3  million  a  year 
to  researchers. 

Senator  Metzenbaum.  And  how  is  it  set  up?  Who  are  the 
Markles? 

Mr.  Geller.  Markle  actually,  I  guess,  made  his  money  in  phar- 
maceuticals, but  the  present  head  of  it,  Dr.  Lloyd  Moriset,  was  very 
interested  in  educational  psychology.  He  is  one  of  the  originators 
of  "Sesame  Street"  and  he  nas  moved  very  heavily  in  two  areas,  en- 
hancing democratic  processes  through  communications  and,  second, 
the  use  of  television  as  an  educational  device. 

Senator  Metzenbaum.  Thank  you.  Professor  Pitofsky,  I  was  im- 
pressed with  the  point  you  made  in  your  testimony  about  the 
longlasting  anticompetitive  effects  that  mergers  can  have  on  a  de- 
veloping industry.  In  your  opinion,  could  any  of  the  telecommuni- 
cations deals  now  pending  have  the  potential  to  destroy  or  retard 
competition  for  a  decade  or  more? 

Mr.  Pitofsky.  Yes,  I  think  they  have  that  potential,  and  that  is 
why  I  think  a  hard  look  is  so  important  here.  As  I  hear  the  testi- 
mony, it  is  hard  to  disagree  that  producing  competition  for  the  local 
telephone  company  isnt  a  good  idea.  I  mean,  no  one  is  going  to 
quarrel  with  that,  and  it  does  seem  that  cable  is  the  most  likely 
challenger,  although  cellular  and  other  technologies  are  possible 
challengers. 

As  I  heard  Mr.  Malone  this  morning,  what  he  is  saying  is  that 
on  his  own  he  doesn't  have  the  capacity  to  challenge  the  local  tele- 
phone companies,  he  doesn't  have  the  money  and  he  doesn't  have 
the  technology.  Now,  if  he  did,  then  I  think  it  might  be  better  to 
have  cable  challenging  telephone  companies  on  their  own.  If  he 
does  not  and,  in  fact,  combining  these  technologies  is  a  good  idea, 
then  consumers  will  profit.  I  think  that  is  the  nub  of  the  con- 
troversy, and  it  is  very  hard  to  tell  exactly  how  new  technology  will 
develop.  You  don't  know  who  the  players  will  be  10  years  down  the 
road.  You  don't  know  what  the  effects  will  be,  you  don't  know  about 
new  technologies. 

But  that  is  a  long  answer  to  your  question  that,  of  course,  these 
transactions,  perhaps  no  one,  but  this  great  series  of  transactions, 
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could  have  a  great  effect  on  competition  and  consumer  welfare  for 
quite  a  period  of  time. 

Senator  Metzenbaum.  You  testified  that  one  of  the  most  difficult 
tasks  that  the  antitrust  enforcement  agencies  have  is  reviewing 
transactions  at  the  outset  of  new  technologies.  Why  is  that,  and 
what  can  the  Congress  and  the  antitrust  agencies  do  to  meet  that 
challenge  for  the  telecommunications  industry? 

Mr.  PiTOFSKY.  It  is  largely  what  I  was  saying  a  little  earlier  that" 
at  the  beginning  of  a  new  technology,  you  don't  know  how  it  is 
going  to  play  out.  You  don't  know  who  the  players  will  be.  You 
don't  know  how  important  the  technology  will  be,  how  dominant  it 
will  become. 

I  am  sure  at  the  turn  of  the  century  when  Alcoa  acquired  patents 
on  a  particular  way  of  refining  aluminum,  it  wasn't  clear  then  that 
that  technology  would  be  as  dominant  as  it  turned  out  to  be,  and 
the  result  was  40  years  in  which  Alcoa  essentially,  if  not  controlled, 
dominated  that  market. 

What  can  we  do?  I  think  only  try  to  examine  these  transactions 
in  a  sensitive  way.  You  don't  want  antitrust  to  impede  innovation. 
You  don't  want  antitrust  to  block  the  possibility  of  sensible  techno- 
logical alliances.  On  the  other  hand,  you  don't  want  these  deals  to 
go  through  and  have  consumers  paying  monopoly  prices  to  the  com- 
bined firms  for  a  decade,  a  generation,  or  longer. 

Senator  Metzenbaum.  Or  in  perpetuity? 

Mr.  PiTOFSKY.  Almost  never,  almost  never.  Look  at  what  hap- 
pened to  IBM,  Xerox,  and  Kodak.  Unless  the  Government  gets  in 
and  prevents  competition,  all  of  these  people  eventually  will  be 
challenged  and  eventually  their  market  position  will  erode,  but 
eventually  can  turn  out  to  be  a  very  long  time. 

Senator  Metzenbaum.  And  very  expensive  to  the  consumer  in 
the  interim. 

You  make  the  point  that  telecommunications  mergers  deserve 
particularly  strict  scrutiny  because  they  could  threaten  the  free 
flow  of  ideas  in  our  democratic  society.  I  couldn't  agree  more  with 
that  statement.  Wouldn't  you  agree  that  because  of  that  possible 
threat,  the  antitrust  agencies  should  be  more  aggressive  in  condi- 
tioning or  challenging  telecommunications  mergers,  and  do  you 
have  a  thought  as  to  the  idea  that  I  reported  earlier  today  that  we 
sent  a  letter  to  both  Anne  Bingaman  and  Janet  Steiger  urging  that 
they  put  into  play  the  development  of  a  team  of  experts  in  this  par- 
ticular area  because  there  are  so  many  different  mergers  coming 
down  the  pike  that  it  seems  to  me  that  they  need  somebody  with 
some  expertise  and  not  some  new  boy  on  the  block? 

Mr.  PiTOFSKY.  Senator,  the  way  I  put  it  in  my  testimony  was  not 
that  they  should  be  more  aggressive  in  challenging,  but  that  they 
should  be  more  careful  and  thorough  in  reviewing.  The  reason  I 
put  it  that  way  is  it  is  a  tradeoff.  It  is  quite  possible  that  blocking 
these  mergers  will  hurt  consumer  welfare  because  the  technological 
combination  is  such  a  good  idea.  So  I  don't  know  what  the  bottom 
line  would  be  on  challenging.  What  I  do  I  think  is  that  they  de- 
serve a  hard  look,  the  most  careful  scrutiny. 

As  far  as  augmenting  the  staff,  my  impression  is  that  the  staff 
reviewing  these  mergers  in  each  agency  is  one  of  the  best  groups 
in  those  agencies,  so  they  already  have  considerable  capacity.  On 
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the  other  hand,  the  staffs  of  both  agencies  are  quite  thin  because 
of  budget  cuts  during  the  1980's.  It  would  be  very  unfortunate  if 
there  were  not  adequate  people  over  there,  enough  people,  to  re- 
view this  deal  thoroughly.  From  that  point  of  view,  it  seems  to  me 
your  letter  is  exactly  right.  Whether  there  ought  to  be  a  specialized 
group  in  addition  to  the  very  excellent  people  already  there,  I  don't 
know. 

Senator  Metzenbaum.  You  suggest  that  competition  can  be 
harmed  if  a  well-healed  regulated  industry  can  cross-subsidize  the 
company  it  is  acquiring.  As  you  know,  many  of  the  deals  being  pro- 
posed involve  regional  Bell  telephone  companies  that  are  regulated 
monopolies.  Even  John  Malone,  head  of  TCI,  has  been  concerned 
about  this  issue.  He  has  testified  before  the  Congress  that  TCI 
would  welcome  competition  from  telephone  companies  as  long  as 
there  are  strong  safeguards  against  cross-subsidization.  Please  ex- 
plain how  cross-subsidies  from  a  regulated  industry  can  harm  com- 
petition. 

Also,  let  me  point  out  that  other  witnesses  before  the  subcommit- 
tee have  been  quite  skeptical  that  rate  regulation  can  prevent 
cross-subsidies.  Wouldn't  you  agree  that  this  is  a  problem  that  the 
antitrust  agencies  are  going  to  have  to  look  at  very  carefully  when 
they  get  into  this  area? 

Mr.  PiTOFSKY.  Absolutely,  The  example  I  would  use  is  a  public 
utility  whose  rates  are  regulated  acquiring  an  equipment  company 
whose  rates  are  not  regulated.  What  they  might  do  is  sell  the 
equipment  to  themselves  at  a  very  high  price,  so  they  take  the 
profit  at  the  equipment  level  and  it  turns  up  in  the  rate  base  in 
the  public  utility. 

Senator  Metzenbaum.  AT&T  and  Western  Electric. 

Mr.  PiTOFSKY.  That  would  have  been  an  example  of  that,  that  is 
right,  Western  being  free  at  the  time.  I  also  agree  that  it  is  difficult 
for  Government  regulators,  given  the  complexity  of  accounting,  to 
keep  a  careful  eye  on  whether  or  not  the  price  is  inflated  at  one 
level  or  the  other — not  impossible,  but  difficult,  and  therefore  I 
would  put  it  just  the  way  you  did.  That  is  another  reason  why 
these  deals  deserve  a  careful  look. 

Senator  Metzenbaum.  Mr.  Geller,  do  you  believe  that  consumers 
would  be  better  off  if  a  large  number  of  relatively  small  companies 
are  able  to  enter  the  cable  TV,  programming,  and  telecommuni- 
cations service  markets,  or  would  consumers  be  better  off  if  a  few 
giant  corporations  controlled  key  communications  markets? 

Mr.  Geller.  You  are  obviously  better  off  with  more  choice,  A 
thousand  flowers,  you  hope,  will  bloom,  and  that  means  that  you 
hope  direct  broadcast  satellite  will  be  very  effective  and  you  hope 
what  is  called  MMDS  will  flourish.  You  hope  that  MLDS  will— the 
whole  alphabet;  you  want  them  all  to  succeed.  There  is  no  question 
that  we  have  staked  our  all  on  having  great  diversity  in  many  out- 
lets, and  we  are  better  off  with  more  than  having  just  a  duopoly. 
A  duopoly  is  not  my  idea  of  nirvana. 

Senator  Metzenbaum.  It  seems  to  me  that  we  share  the  goal  of 
having  cable  and  telephone  companies  compete  head  to  head  in 
each  other's  markets  to  offer  consumers  the  maximum  competition 
possible.  However,  I  am  troubled  that  mergers  involving  companies 
that  simultaneously  control  too  much  popular  programming  and 


255 

maintain  monopoly  distribution  systems  could  thwart  the  develop- 
ment of  full  competition. 

Would  you  object  if  the  antitrust  authorities  require  that  any  of 
the  following  conditions  be  met  before  a  merger  like  the  Bell  Atlan- 
tic-TCI  deal  is  approved:  first,  require  Bell  Atlantic  to  open  up  its 
local  phone  network  to  full  competition;  second,  require  TCI  to 
open  up  its  cable  systems  through  common  carriage  or  open  access- 
to  independent  programmers;  third,  limit  the  amount  of  program- 
ming that  Bell  Atlantic-TCI  may  own  until  there  is  full,  vibrant 
competition  in  the  video  marketplace? 

Mr.  Geller.  To  take  your  first  one,  I  think  that  Bell  Atlantic 
and  every  local  exchange  carrier  ought  to  be  opened  up  to  full  com- 
petition. I  don't  think  you  should  make  it  a  condition  of  this.  I 
think  you  ought  to  pass  a  law.  The  law  is  S.  1086  or  H.R.  3636  that 
ought  to  be  applicable  to  all  local  exchange  companies  to  require 
that  you  get  rid  of  the  barriers  to  entry,  that  you  have  unbundling, 
you  have  effective  interconnection,  and  you  eventually  get  the  local 
number  portability.  Those  are  across  the  board  and  I  really  don't 
think  they  have  anything  to  do  with  this  particular  transaction. 
You  should  be  doing  that  generally.  It  is  just  a  mistake  that  you 
haven't  done  it  in  the  past. 

The  second  one 

Senator  Metzenbaum.  Would  you  help  us  get  the  votes  to  do 
that,  please?  [Laughter.] 

Mr.  Geller.  I  think  that  there  is  a  better  chance  in  this  next 
session  of  Congress  than  any  other  one  to  get  legislation.  I  have 
gotten  cynical  over  the  years.  It  has  taken  so  long,  but  I  do  believe 
that  there  is  a  chance  this  time  and  I  am  just  delighted  to  see  that 
chance,  but  it  is  something  that  is  needed  generally,  it  really  is. 

On  the  second  one,  converting  cable  to  common  carriage,  as  Mr. 
Kimmelman  knows,  it  has  been  a  dream  of  mine  for  a  generation. 
I  don't  know  how  you  do  it.  I  would  be  very  grateful  politically  and 
practically  if  what  you  could  do  is  make  the  coax  drop  and  the  in- 
side wiring  subject  to  common  carriage  now. 

When  cable  goes  into  telecommunications,  they  are  going  to  need 
access  to  the  bottleneck  of  the  local  exchange.  It  seems  to  me  that 
there  ought  to  be  access  to  the  bottleneck  of  the  cable  system,  and 
that  is  their  coax  drop  and  their  cable  inside  wiring.  I  would  sug- 
gest that  you  legislate  that.  It  is  in  none  of  the  bills.  If  you  do  that, 
it  would  be  a  very  big  step  forward.  The  only  thing  the  bill  has  in 
it  is  that  one  bill  says  that  there  should  be  study  of  this  issue  of 
common  carriage.  I  don't  think  that  is  a  very  great  step  forward. 

Senator  Metzenbaum.  Thank  you  very  much.  Thank  you,  Mr. 
Pitofsky.  Thank  you,  Mr.  Geller. 

This  hearing  stands  adjourned. 

[Whereupon,  at  12:17  p.m.,  the  subcommittee  was  adjourned.] 
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Divestiture  Plus  Eight: 
The  Record  of  Bell  Company  Abuses  Since  the  Break-Up  of  AT&T 

By  Dr.  Mark  N.  Cooper,  Director  of  Research,  Consumer  Federation  of  America 


I.  Introduction 

A.  the  enduring  problem  of  monopoly  power  in  the  local  exchange  company 

Almost  eight  years  after  the  break  up  of  AT&T,  the  world  of  telecommunications 
has  been  turned  topsy-turvy  again  by  a  federal  court  decision.  Disregarding  the  Bell 
history  of  anti-competitive  practices  and  consumer  abuses,  the  courts  have  allowed 
the  Bell  companies  to  expand  their  local  phone  monopolies  into  the  electronic  infor- 
mation business.!  Consumers  now  run  the  risk  of  experiencing  vastly  inflated  local 
phone  rates  and  monopoly  control  over  the  infant,  electronic  information  market. 

The  dangers  associated  with  Bell  company  entry  into  information  services  are 
clearly  demonstrated  by  their  behavior  over  the  last  eight  years  (as  docimiented  by 
the  examples  in  Table  1,  see  next  page).  Despite  supposedly  thorough  regulation 
and  limitations  on  their  commercial  activities,  the  Bells  have  a  track  record  of  in- 
flating basic  telephone  rates,  discriminating  against  potential  competitors  and  abus- 
ing the  rights  of  consumers  who  are  dependent  on  the  Bell's  local  monopolies.  Re- 
cent experience  shows  that  the  Bell  companies  have  the  incentive,  the  desire  and 
the  ability — despite  regulation — to  harm  consumers  and  competition  when  their 
local  monopolies  are  allowed  to  engage  in  more  competitive  activities  (like  informa- 
tion services,  manufacturing  and  provision  of  interstate  long  distance  services). 

Unless  Congress  steps  in,  consumers'  local  telephone  rates  £U"e  likely  to  remain 
inflated  and  rise  inappropriately,  as  the  Bells  extend  their  monolithic  control  over 
local  phone  service  to  the  information  world.  Legislation,  like  H.R.  3515,  the  Tele- 
communications Act  of  1991,^  and  S.  2112,  The  Information  Services  Diversity  Act 
of  1991,^  can  limit  the  Bell  companies'  propensities  and  opportunities  to  engage  in 
these  abuses. 

Legislation  is  needed  to: 

•  prevent  the  Bell  telephone  companies  from  expanding  their  local  transmission 
monopolies  into  previously  competitive  information  businesses; 

•  promote  cost-effective  technological  development  of  our  nation's  telecommuni- 
cations infrastructure; 


iC;.S.A.  V.  Western  Electric  Inc.,  et  al,  (D.D.C.)  Civil  Action  No.  82-0192  (HHG)  July  25,  1991 
(hereafter  Remand  Opinion). 

2  Introduced  by  Reps.  Cooper  (D-TX),  BUley  (R-VA),  Synar  (D-OK),  Schaefer  (R-CO),  and 
Bryant  (D-TX). 

3  Introduced  by  Sen.  Inouye  (D-HI). 
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TABLE  1.— EXAMPLES  OF  TELEPHONE  COMANY  ABUSE  SINCE  DIVESTITURE 


ABUSE  OF  RATEPAYERS 

Excess  profits 

Diversion  of  effort 

Industry-wide ' 

Industry-wide  2 

Misallocation  of  costs/profits 

Goldplating 

GTE  (1991)3 

PacTel  (1988)' 

Ameritech  (1986)  s 

BellSouth  (1990,6  1990) ' 

Several  companies « 

Southwestern  Bell  (1991)9 

BellSouth  (1990) '» 

ABUSE  OF  POLITICAL  PROCESS 

Ratepayer  fundins  of  lobbying 

LeveraeinK  monopoly  position 

Ameritech  (1990)  n 

US  West  (1988)  12 

BellSouth  (1990)13 

Ameritech  (1988,i«  1991)  i5 

NYNEX  (1990)  i6 

Southern  Bell  (1990)  ^^ 

ABUSE  OF  COMPETITORS 

Cross  subsidy  i» 

Denial/delay  of  access  >9 

NYNEX  (1986,20  1988)2' 

BellSouth  (1987,22  1990,23  1991)  21 

Faciei  (1986,25  1991)26 

US  West  (1988)27 

GTE/Contel  (1989,28  1991)29 

Bell  Atlantic  (1990,3o  1991)  3i 

US  West  (1989,32  1991)33 

NYNEX  (1990)  3« 

Bell  South  (1985,35  1990)36 

PacTel  (1990)37 

Ameritech  (1986)38 

Price  Discrimination 

Abuse  of  marketing  information 

US  West  (1991)39 

PacTel  (1986,''oi990)«i 

Ameritech  (1988) « 

BellSouth  (1990)  "3 

Southwestern  Bell  (1990) « 

BellSouth  (1991) « 

Violation  of  the  MFJ 

NYNEX  (1989,«6  1991)  <' 

US  West  (1991) « 

ABUSE  OF  CONSUMERS 

Fraudulent  marketins 

Distortion  of  demand 

PacTel  (1990)^9 

Industry-wide  5o 

Ameritech  (1989)  5i 

US  West  (1990)  52 

Bell  Atlantic  (1990)53 

Bell  Atlantic  (1990)54 

GTE  (1991)55 

Improper  service 

Oistortion  of  supply 

Southern  Bell  (1991)56 

BellSouth  (1991)57 

Bell  Atlantic  (1990)58 

'  In  1989  and  1990  almost  three-quarters  of  a  billion  dollars  In  excess  charges  were  identified  by  Commissions.  See  Communications  Dally, 
Jan.  4,  1989;  Communications  Week,  Mar.  6,  Nov.  6,  Dec.  18,  1989,  Mar.  19,  1990;  State  Telecommunications  Report,  Nov.  15,  1990. 

2  Judge  Greene  identified  this  problem  soon  after  divestiture.  Opinion,  United  States  of  America  v.  Western  Electric,  Inc.,  et  al..  Civil  Action 
No.  82-0192,  Sept.  1,  1987,  (p.  27,  158)  (hereafter  Opinion). 

3  Video,  Contel,  FCC  File,  No.  W-P-C-6575. 

*  Division  of  Ratepayer  Advocates,  Staff  Report  on  Pacific  Bell's  Capital  Decision-Making  Process,  Aug.  5,  1988,  Communications  Daily,  April 
4,  1990, 

5  Allocation  to  competitive  services.  State  of  Ohio  Public  Utilities  Commission,  The  Ameritech  Bell  Operating  Company  Relationship:  A 
Regulatory  Perspective  Aug.  8,  1986. 

6  Southern  Bell,  Depreciation  Rate  Study:  General  Cable  Narrative,  Federal  Communications  Commission,  Mar.  1,  1989;  Staff  Report,  Federal 
Communications  Commission,  Mar.  17,  1989;  Memorandum,  Florida  Public  Service  Commission,  Docket  No.  890256-TL,  Review  of  Southern  Bell 
Telephone  and  Telegraph  Company's  Capital  Recoveiy  Position,  May  29,  1990.  Telecommunications  Technology  Deployment  Analysis  and  Master 
Plan  Development,  Tennessee  Public  Service  Commission,  Jul.  12,  1990,  pp.  iv-3  to  iv-5. 

'Georgia  Public  Service  Commission,  Docket  No.  3905-U,  Staff  Team  Brief  on  the  Merits  of  the  Rule  NISI  Case,  Jun.  26,  1990;  CPUC, 
Division  of  Ratepayer  Advocates,  Staff  Report  on  Pacific  Bell's  Capital  Decision-Making  Process,  Aug.  5,  1988. 

8  Yellow  Pages,  Advice  to  the  Court  by  Western  Conference  of  Public  Service  Commissioners,  Civil  Action  No.  82-0192  (f^HG),  U.S.  District 
Court,  D.C.  Oct.  23,  1989.  See  Oregon  PUC  press  release,  Dec.  29,  1989. 

'See,  for  example,  the  Testimony  of  Richard  Gable  In  the  Matter  of  the  Application  of  Southwestern  Bell  Telephone  Company  for  Approval  of 
Telestate/21,  A  Proposal  for  Rate  Stability,  Network  Modernization,  and  Price  Regulation  before  the  Corporation  Commission  of  the  State  of 
Oklahoma,  Cause  No.  PUD  000837. 

'"Directory  assistance,  Southeast  Association  of  Regulatory  Utility  Commissioners,  Report  on  BellSouth  Corporation  and  Affiliates,  Sept. 
1990,  p.  EX-10. 

"Telecommunications  Reports,  Mar.  27,  1989. 

12  In  Opinion,  United  States  of  America  v.  Western  Electric  Inc.,  et  al.,  Sept.  10,  1987,  Harold  Greene,  p.  161,  identifies  a  series  of 
additional  instances  of  political  coercion,  including  offers  of  development  funds  and  decisions  about  where  to  locate  facilities. 

'3SEARUC  Southern  Task  Force,  Report  on  BellSouth  Corporation  and  Affiliates,  Sept  1990. 

iMn  Opinion,  United  States  of  America  v.  Western  Electric  Inc.,  et  al.,  Sept.  10,  1987,  Harold  Greene,  p.  161,  identifies  a  series  of 
additional  instances  of  political  coercion.  Including  offers  of  development  funds  and  decisions  about  where  to  locate  facilities. 

15  Michigan  Bell  utilized  telephone  company  billing  records  to  identify  high  volume  toll  users  then  provided  the  list  to  a  telemariteting  firm 
which  called  subscribers  and  lobbied  them  to  support  deregulation  legislation.  During  the  course  of  the  lobbying  call,  the  telemarketer  offered 
to  conned  the  subscriber,  directly  to  the  office  of  his  or  her  state  representative,  free  of  charge,  Chris  Christoff,  "Phone  Users  are  Drafted  in 
Rate  War,"  Detroit  Free  Press,  Nov.  2,  1991. 
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"Telehony,  Apr.  30,  1990,  p.  8. 

I'The  use  of  telephone  company  facilities  for  the  letter  writing  campaign  occurred  in  an  effort  to  obtain  regulatory  approval  of  Caller  ID 
service  {Wall  Street  Journal,  Jun.  26,  1990). 

'8  Rodney  BIythe,  Summary  Report  on  the  Regional  Holding  Company  Investigations  (National  Association  of  Regulatory  Utility 
Commissioners,  Sept.  18,  1986),  p.  8. 

"See  generally,  Opinion,  United  States  of  America  v.  Western  Electric  Inc.,  et  al.,  Harold  Greene,  Jul.  25,  1991  (hereafter  Remand  Opinion), 
pp.  40-41  and  the  sources  cited  therein. 

20  Extensive  and  subtle  forms  of  cross-subsidy  identified.  State  of  New  York,  Department  of  Public  Service,  Staffs  Initial  Brief,  Case  No. 
27420,  Jan.  23,  1984;  Staff  Direct  Testimony,  Case  28959— Rochester  Telephone  Corp.  Need  for  and  Propriety  of  a  Royalty,  Apr.  12,  1985. 

2' The  MECO  case.  State  of  New  Yor1(,  Department  of  Public  Service,  Case  No.  91-C-0102 — Proceeding  to  Investigate  the  Corporate 
Structure  of  New  York  Telephone  Company  and  Its  Affiliates,  Plan  for  Comprehensive  Restructuring  of  NYNEX  and  Its  Affiliates  and 
accompanying  material;  Federal  Communications  Commission,  Review  of  Affiliate  Transactions  Between  NYNEX's  LECs  and  Material  Enterprises, 
Dec.  29,  1989. 

22  Comments  of  Dun  and  Bradstreet  Corporation  on  Department  of  Justice  Recommendations,  Civil  Action  No.  82-0192,  p.  35-36,  citing 
refusal  of  BellSouth  to  grant  access  to  customer  information. 

23  Bundling  of  services  In  Florida,  denying  competitors  access  to  specific  service  elements  desired.  Communications  Daily,  Oct.  10,  1990. 

2<  Refusal  to  provide  service  in  a  timely  manner,  "Order  of  the  Commission  Regarding  its  Investigation  into  Southern  Bell  Telephone  and 
Telegraph  Company's  Trial  Provision  of  MemoryCall  Service,"  Georgia  Public  Service  Commission,  Docket  No.  4000-U,  p.  27. 

25  Identification  of  various  forms  of  subtle  cross  subsidy.  Public  Staff  Division,  California  Public  Utilities  Commission,  A  Report  on  Pacific 
Bell's  Affiliated  Subsidiary  Companies,  Jun.  3,  1986.  National  Association  of  Regulatory  Utility  Commissioners,  Summary  Report  on  the 
Regional  Holding  Company  Investigations,  Sept.  18,  1986. 

2s  Cable  cross-subsidy.  Communications  Daily,  Jan.  25,  1991. 

2' Denial  of  access  to  customer  information.  Communications  Daily,  Nov.  21,  1990,  p.  8. 

28 Inside  wire  costs,  Telecommunications  Reports,  Mar.  27,  1989, 

29  Federal  Communications  Commission,  Apparent  Violations  of  the  Commission's  Rules  and  Policies  Governing  Transactions  with  Affiliates, 
Mar.  21,  1991. 

30  The  cable  TV  industry  and  the  telephone  industry,  potential  competitors  for  each  other's  service,  have  repeatedly  clashed  over  pole 
attachments  and  duct  space  used  in  stringing  cable  to  customers  (National  Cable  Television  Association,  The  Never-Ending  Story:  Telephone 
Company  Anti-competitive  Behavior  Since  the  Breakup  of  AT&T,  Apr.  1991,  pp.  13-14). 

3>MFS  co-location  denial,  Maiyland  Public  Service  Commission,  1991. 

32  Yellow  Pages,  Communications  Daily,  Mar.  5,  Oct.  22,  1990. 

33  Affiliate  overcharges,  Iowa  Public  Service  Commission,  1991. 
3<  Refusal  of  access.  Communications  Daily,  Dec.  28,  1990. 

35 Special  Accounting  Task  Force  of  the  Southern  Public  Service  Commissions,  Report  on  BellSouth  Corporation,  May  16,  1985. 

36SEARUC  Southern  Task  Force,  Report  on  BellSouth  Corporation  and  Affiliates,  Sept.  1990. 

3'MFS  co-location,  California  Public  Utility  Commission,  1991. 
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•  insulate  telephone  ratepayers  from  any  financial  risks  or  losses  that  could  re- 
sult from  Bell  company  entry  into  unregulated,  information  businesses;  and 

•  guarantee  that  local  telephone  rates  will  continue  to  fall,  in  inflation-adjusted 
prices,  as  they  did  before  the  breakup  of  AT&T.4 


''The  terms  of  the  AT&T  breakup  (Modification  of  Final  Judgment  [MFJ])  are  based  on  the 
principle  that  consumer  benefits  are  maximized  if  telephone  companies  providing  monopoly 
services  are  not  allowed  to  enter  adjacent,  competitive  markets.  For  the  Bell  breakup,  this  re- 
quired prohibiting  the  Bell  companies — providers  of  monopoly,  basic  local  phone  service — from 
entering  more  competitive  businesses  like  interstate  long  distance,  manufacturing  and  informa- 
tion services.  Under  the  consent  decree's  logic,  if  incentives  to  overprice  local  phone  service  are 
reduced  and  the  abihty  to  discriminate  against  potential  competitors  is  eliminated,  consimiers 
should  receive  maximum  benefit  from  the  telecommunications  market. 
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This  issue  has  been  thrust  to  the  fore  by  recent  legal  developments.  The  MFJ 
structural  protection  for  information  services  has  been  eliminated  by  the  Courts;  the 
Senate  passed  legislation  that  abolishes  the  protections  for  equipment  manufactur- 
ing; federal  regulators  have  wiped  out  other  structvu-al  safeguards.  The  behavior  of 
the  local  exchange  carriers  becomes  a  crucial  concern: 

Will  the  Regional  Bell  Operating  Companies  engage  in  the  same  negative, 
anti-competitive  actions  as  AT&T  did? 

B.  PURPOSE  AND  OUTLINE  OF  THE  REPORT 

This  report  demonstrates  that  the  answer  to  the  question  is  positive.  Based  on 
findings  of  state  and  federal  regulators  and  filings  of  injured  parties  about  actual 
abuses  that  have  occurred,  even  within  the  limited  activities  allowed  by  the  MFJ, 
the  companies  have  continued  to  abuse  their  monopoly  position. 

Cases  of  rate-payer  abuse  (discussed  in  Chapter  II)  include: 

•  excessive  rates  and  profits; 

•  misallocation  of  costs  and  profits; 

•  gold  plating  of  the  network;  and 

•  diversion  of  resource  to  unregulated  activities. 

Cases  of  abuse  of  political  process  (also  discussed  in  Chapter  II)  include: 

•  Rate-payer  funding  of  lobbjdng  activities;  and 

•  abuse  of  monopoly  position  for  political  leverage. 

Cases  of  Bell  abuse  of  competition  (discussed  in  Chapter  III)  include: 

•  Cross-subsidy; 

•  price  discrimination; 

•  denial  or  delay  of  access  to  the  network; 

•  abuse  of  marketing  information;  and 

•  violation  of  the  anti-trust  decree. 

Cases  of  consumers  abuse  (discussed  in  Chapter  IV)  include: 

•  Fraudulent  marketing; 

•  distortion  of  demand  (e.g.  negative  check-ofD; 

•  distortion  of  supply  (e.g.  the  manipulation  of  the  availability  of  services);  and 

•  improper  service  delivery. 

Thus,  recent  experience  verifies  that  consumers  are  best  protected  by  separating 
competitive  businesses  from  monopoly  ventures.  This  track  record  demonstrates  the 
consumer  benefits  of  the  restrictions  on  the  RBOCs  and  the  dangers  of  Bell  expan- 
sion into  more  competitive  markets.  Lifting  the  MFJ's  restrictions  would  hurt  the 
public  by  impeding  competition  for  services  that  utilize  the  telephone  network,  by 
raising  telephone  rates,  and  by  distorting  demand  for  or  supply  of  services  that  rely 
upon  the  network. 

II.  Rate-Payer  Abuse 

A.  excessive  rates  and  profits 

Since  the  AT&T  divestiture  there  has  been  a  constant  struggle  over  the  level  of 
rates  and  profits  enjoyed  by  local  exchange  companies.  Immediately  after  divesti- 
ture, huge  rate  requests  were  filed,  about  half  of  which  were  granted.^  Those  initial 
rates  were  much  too  high.  In  recent  years  commissions  have  been  playing  catch  up, 
trying  to  lower  rates  with  limited  ability  to  do  so.6 


5  Common  Carrier  Bureau,  Federal  Communications  Commission. 

6  In  1989  and  1990,  Commissions  identified  almost  three-quarters  of  a  billion  dollars  in  excess 
charges.  See  Communications  Daily,  January  4,  1989;  Communications  Week,  March  6,  Novem- 
ber 6,  December  18,  1989,  March  19,  1990;  State  Telecommunications  Report,  November  15, 
1990;  NCTA,  op.  cit.;  as  well  as  the  goldplating  cases  discussed  below.  The  offer  to  accelerate 
deployment  of  technology  often  is  made  in  response  to  excess  earnings. 
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A  variety  of  measures  indicate  that  telephone  companies  continue  to  enjoy  rates 
of  return,  dividend  yield,  and  cash  flow  that  is  far  higher  than  that  of  competitive 
sector  companies.  Since  the  overwhelming  majority  of  the  income  of  regional  operat- 
ing companies  is  derived  from  monopoly  telephone  businesses — local  service,  intra- 
state long  distance  and  interexchange  carrier  access  charges — the  higher  rate  of  re- 
turn is  also  an  excessive  return.  ■?  It  represents  returns  that  are  not  commensurate 
with  the  risk  to  which  that  investment  is  exposed. 

1.  The  magnitude  of  overcharges 

In  1986,  CFA  estimated  excessive  returns  to  telephone  company  capital  on  th« 
order  of  $2.5  to  $3.5  billion  per  year.  Figure  1  shows  that  this  problem  continued 
through  1990.  The  return  on  equity  earned  by  the  seven  RBOCs  has  been  almost 
one  percent  point  higher  than  that  earned  by  all  manufacturing  companies  and  half 
a  percentage  point  above  the  Business  Week  1,000  corporations. 


FIGURE    1: 
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SOURCES?  Economic  Report  of  the  President,  February  1991,  Business 
Week,  Special  Issues,  A.  Kahn,  "Utility  Regulation  Revisited, "  in 
A.L.  Danielsen  and  D.R.  Kamerschen  (Eds.),  Current  Issues  in  Public 
Utility  Economics  (Lexington:  Lexington  Books,  1983) . 

Since  the  overwhelming  majority  of  RBOC  profits  come  from  monopoly  businesses, 
one  can  reasonably  argue  that  their  return  on  equity  should  be  lower  than  other 
firms  which  do  not  enjoy  the  monopoly  power  of  the  telephone  companies.  The  Bell 
companies  face  less  risk;  therefore  they  merit  less  reward.  Historically,  this  was  the 
case.  In  the  quarter  century  prior  to  divestiture,  the  Bell  system  earned  two  per- 
centage points  less  than  was  earned  in  the  manufacturing  sector. 

Thus,  this  comparison  indicates  that  earnings  are  excessive  by  2.5  percentage 

Eoints.  Given  the  equity  of  the  companies,  this  represents  excessive  earnings  of  $1.6 
illion  per  year. 

Excess  profits  are  not  the  only  source  of  excess  costs  imposed  on  consumers.  Over 
the  years  since  divestiture  the  telephone  companies  also  have  increased  their  ex- 
penses inappropriately.  One  major  category  of  expense  is  the  acceleration  of  depre- 
ciation (see  Table  2).  Such  accelerations  have  occurred  in  general  proceedings — 


''M.N.  Cooper,  Local  Rate  Increases  in  the  Post-divestiture  Era:  Excessive  Returns  to  Telephone 
Company  Capital,  September  1986. 
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in  this  with  you  since  the  beginning  and  since  the  beginning  we 
have  talked  about  the  potential  for  acquiring  Paramount,  but  I  rec- 
ognize that  we  may  be  a  burden  to  this  and  so  we  will  stand  aside. 

When  he  spoke  earlier  and  you  pressed  him  about  the  consent 
decree,  I  can  tell  you  this.  We  were  not  a  direct  party  to  it,  but  I 
know  that  this  was  not  something  that  Liberty  wished  to  do.  He 
did  it  and  affirmed,  redeemed,  his  pledge  to  me,  which  is  that  he 
would  not  stand  in  our  way,  and  it  was  very  clear  that  if  that  did 
not  happen  on  the  day  that  it  happened,  we  would  have  been  tech- 
nically knocked  out  of  bidding  for  Paramount. 

The  only  agreement  other  than  the  disposition  of  his  shares  that 
we  entered  into  was  one  that  would  guarantee  us  to  some  degree — 
I  shouldn't  say  that  word  overly  strongly,  but  that  would  give  Para- 
mount and  QVC  access  to  the  distribution  that  TCI  had  for  cable 
for  our  products  and  services,  which  was  obviously  very  important 
to  us.  There  was  no  other  condition  in  the  agreement. 

Senator  Metzenbaum.  I  am  sure  that  the  antitrust  problems 
were  recognized  early  on  in  the  matter.  Do  I  understand  you  to  say 
that  Mr.  Malone  came  to  you  and  indicated  voluntarily  that  they 
would  drop  out? 

Mr.  DiLLER.  No;  this  was  subsequent  to  the  Bell  Atlantic  an- 
nouncement. At  that  time,  obviously  there  was  much  more  atten- 
tion on  all  of  this.  God  knows  that  there  wasn't  a  lot  to  begin  with, 
but  at  that  time  when  issues  had  been  raised,  I  mean  just  in  the 
air,  he  said  that  he  would  not  stand  in  our  way,  and  he  kept  his 
word  and  it  was  not  an  easy  process  to  go  through.  I  am  obviously 
grateful  for  him  doing  so.  They  were  under  enormous  pressure  over 
a  24-hour  period  when  it  all  came  together  to  get  that  agreement 
signed — pressure  brought  by  us,  unfortunately,  in  this  case.  I 
mean,  we  had  no  other  choice  because  of  the  fact  that  we  literally 
would  have  been  technically  disqualified. 

Senator  Metzenbaum.  You  have  some  understanding  with  him 
as  far  as  the  TCI  network  continuing  to  carry  QVC? 

Mr.  DiLLER.  Yes. 

Senator  Metzenbaum.  I  gather  that  was  important  to  you  be- 
cause of  their  being  such  a  major  factor  in  the  cable  industry. 

Mr.  DiLLER.  They  have  a  lot  of  distribution. 

Senator  Metzenbaum.  Pardon? 

Mr.  DiLLER.  They  have  a  lot  of  distribution. 

Senator  Metzenbaum.  On  November  10,  a  few  days  before  TCI 
dropped  out  of  the  Paramount  deal,  you  questioned  whether  Para- 
mount would  have  a  problem  getting  distribution  if  it  were  ac- 
quired otherwise,  otherwise  meaning  not  by  TCI  and  QVC.  Your 
question  suggests  that  any  cable  programmer  that  isn't  owned  or 
affiliated  with  TCI  can  face  serious  problems  finding  enough  cable 
systems  to  distribute  its  programming.  Can  you  tell  me  why  you 
believe  that  Paramount  would  have  problems  being  distributed  if 
it  is  purchased  by  someone  other  than  you  or  TCI? 

Mr.  DiLLER.  Certainly,  I  don't  know  whereof  I  ever  made  that 
statement  about  Paramount  not  being  able  to  get  distribution  with- 
out a  TCI  affiliation. 

Senator  Metzenbaum.  I  have  it  as  a  quote,  "Paramount  would 
have  a  problem  getting  distribution  if  it  were  acquired  otherwise." 
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Mr.  DiLLER.  I  can't  imagine  what  I  was  referring  to.  I  think  that 
Paramount  actually  has  the  USA  Network  which  it  half  owns  with 
MCA  which  is  distributed  in  as  many  homes  as  any  other  cable 
program  service  in  the  United  States.  QVC  has  got  distribution  as- 
sured for  its  products,  or  for  its  services,  so  I  can't  imagine  what 
I  was  referring  to. 

Senator  Metzenbaum.  This  is  from  Randall  Mikelson:  "Diller 
Sees  More  Options  than  Paramount,"  and  it  is  a  Reuters  story. 
"Diller  said,  it  is  not  a  problem  for  me.  The  issue  is  would  Para- 
mount have  a  problem  getting  distribution  if  it  were  acquired  oth- 
erwise." 

Mr.  Diller.  Maybe  I  was  speaking  about  Paramount's  proposed 
fifth  network,  but  as  I  say,  I  don't  know  to  what  I  might  have  been 
referring  at  that  time.  This  is  getting  on  to  be  like  the  100  Years 
War,  so  I  don't  know  when  that  was  written. 

Senator  Metzenbaum.  It  had  to  be  somewhere  around  November 
9. 

Mr.  Diller.  I  honestly  do  not  know  what  it  refers  to.  I  mean, 
clearly,  distribution  is  a  critical  issue  for  people  who  have  program 
services,  but  in  the  context  of  this  particular  quote  I  just  don't  get 
it. 

Senator  Metzenbaum.  We  won't  make  a  big  deal  out  of  it. 

QVC  now  has  new  partners  in  its  bid  for  Paramount.  You  have 
allied  yourself  with  three  cable  systems — Cox,  Comcast  and 
Newhouse — and  BellSouth.  You  must  think  that  the  new  bidding 
alliance  won't  run  into  the  same  antitrust  problems  that  you  had 
with  TCI.  As  you  know,  I  have  publicly  indicated  that  I  have  con- 
cerns that  deals  between  telephone  and  cable  companies  will  affect 
future  competition  between  these  two  industries.  Therefore,  I  have 
urged  the  antitrust  agencies  to  look  very  closely  at  them. 

Have  you  filed  the  BellSouth  deal  with  the  antitrust  agencies  for 
their  review,  and  if  not,  when  will  you  do  so? 

Mr.  Diller.  We  have  already  filed  and  we  have  received  a  pre- 
liminary clearance  from  the  FTC.  This  is  not  a  deal,  however,  be- 
tween telcos  and  cable  companies.  This  is  a  deal  which  involves  a 
telco,  BellSouth,  and  a  series  of  cable  companies  making  an  invest- 
ment in  essentially  a  program  producer.  In  that  transaction,  there 
are  no  edges  given  to  any  of  the  partners  in  terms  of  programming 
other  than  that  they  will  have  full  access,  but  they  get  no  special 
rights. 

The  issue  for  a  program  producer  is,  of  course,  to  have  the  most 
avenues  in  which  to  sell  his  product.  I  believe  that  is  coming  in  any 
event,  and  I  think  that  if  we  are  successful  in  getting  Paramount 
the  symmetrical  relationship  between  our  partners,  I  think,  will  be 
enormously  helpful  for  us,  but  I  can't  see  any  anticompetitive  ef- 
fect. 

Senator  Metzenbaum.  Well,  I  was  interested  in  your  statement 
that  you  had  a  preliminary  review  and  clearance.  Would  you  tell 
me  how  that  came  about? 

Mr.  Diller.  Well,  BellSouth  filed  for  making  its  investment  in 
QVC,  which  received — I  think  it  was  at  FTC  rather  than  Justice — 
HSR  clearance,  and  that  took  place  some  weeks  ago. 

Senator  Metzenbaum.  But  that  is  before  the  Paramount  deal 
came  into  the  picture. 
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TABLE  5.— CASH  FLOW  UTILIZATION:  RBOC's  COMPARED  TO  NIPPON  TELEPHONE  AND 

TELEGRAPH 
[Billions  of  dollars]! 

7  RBOC's,  NTT,  1989- 

1988-1990  1991 

Cashflow 23.4  12.3 

Capital  expenditure  16.1  13.1 

Dividends  5.7  .6 

Capital  expenditure  as  a  percent  of  casfi  flow  68.8  106.1 

Dividends  as  a  percent  of  cash  flow 24.6  4^ 

1  SOURCES:  Annual  reports, 

•  NTT  uses  about  5  percent  of  its  cash  flow  for  dividends;  the  RBOCs  use  almost 
25  percent. 

•  NTT  uses  virtually  none  of  it  cash  flow  for  non-telecommunications  ventures; 
the  RBOCs  use  almost  20  percent. 

•  On  balance,  if  the  RBOCs  behaved  like  their  Japanese  counterpart,  they  would 
have  invested  as  much  as  $40  billion  more  in  the  telecommumcations  network 
since  divestiture. 

This  sum  of  resovu-ces  is  quite  significant.  For  example,  a  recent  report  by  NTIA 
concludes  that  network  investment  in  the  U.S.  lagged  between  1980  and  1989.  This 
observation  gives  a  misimpression,  since  the  U.S.  network  was  more  modern  at  the 
start  of  the  decade  and  more  modern  at  the  end  of  the  decade.  However,  if  the 
RBOCs  had  behaved  Uke  NTT  from  1984  to  1990,  the  U.S.  would  have  been  first 
on  the  list  by  far,  with  over  25  percent  more  network  investment  than  the  Japanese. 

Thus,  as  will  be  pointed  out  in  the  discussion  of  goldplating,  it  is  not  clear  that 
the  RBOCs  need  to  accelerate  deployment  of  intelligent  network  technologies.  This 
discussion  indicates  that  even  if  they  should  invest  more,  they  may  not  need  an  in- 
crease in  cash  flow  in  order  to  do  so. 

B.  GOLDPLATING 

Goldplating  is  another  area  where  the  Bell  companies  have  engaged  in  blatant 
abuse.  They  txplicitly  violate  regulatory  commission  poUcy  on  used  and  useful  in- 
vestment, frequently  knowing  that  the  investment  cannot  be  justified  for  basic  serv- 
ice subscribers,  then  provide  sham  justifications  to  regulators. 

The  quintessential  example  is  the  deployment  of  fiber  optic  cable  to  the  home. 

•  Basic  telecommunications  services  do  not  require  fiber  and  can  be  provided  at 
a  much  lower  cost  without  it. 

•  Standing  alone,  fiber  optic  cable  in  the  local  loop  is  not  cost-competitive  with 
existing  technologies  for  delivering  video  and  enhanced  services. 

In  short,  the  telephone  companies  cannot  justify  converting  the  local  loop  to  fiber 
optic  cable  for  basic  telecommunications  purposes  in  a  regulatory  environment,  nor 
could  they  justify  laying  fiber  optic  into  homes  for  discretionary  services  in  a  truly 
competitive  market  environment. 

Only  by  misallocating  costs  to  present  consumers  with  promises  of  future  services 
could  the  companies  convince  regulators  and  legislators  to  force  ratepayers  to  foot 
the  bill.  If  successful  in  their  over-investment  strategy,  the  RBOCs  will  be  posi- 
tioned to  argue  that  they  must  be  allowed  to  own  video  and  other  similar  services 
to  pay  for  their  extravagant  network. 

These  arguments  also  apply  to  the  other  components  of  the  intelligent  network: 
digitization  of  switches  and  advanced  signaling  (SS7).  Their  capabilities  far  exceed 
the  demand  for  services  and  they  cannot  be  justified  on  cost  reducing  grounds.  Sev- 
eral recent  examples  demonstrate  the  problem. 

1.  Florida 

A  clear  example  can  be  found  in  recent  filings  by  Southern  Bell  at  the  Federal 
Communications  Commission  and  the  Florida  Public  Service  Commission.s  Bell 


8  Southern  Bell,  Depreciation  Rate  Study:  General  Cable  Narrative,  Federal  Communications 
Commission,  March  1,  1989;  Staff  Report,  Federal  Communications  Commission,  March  17 
1989;  Memorandum,  Florida  Public  Service  Commission,  Docket  No.   890256-TL— Review  of 
Southern  Bell  Telephone  and  Telegraph  Company's  Capital  Recovery  Position,  May  29,  1990. 
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projects  an  "avalanche  of  video"  demand  at  the  end  of  the  next  decade.  It  argues 
that  cable  companies,  so  pressed  to  meet  this  demand,  will  choose  to  rent  space  on 
fiber  optic  cables  deployed  by  telephone  companies.  In  order  to  meet  this  c^mand, 
BeU  proposes  to  accelerate  tne  depreciation  of  copper  cable  and  the  deployment  of 
fiber. 

Assuming  that  every  household  wUl  need  the  equivalent  of  two  copper  wires  (an 
assumption  that  is  not  supportable  on  the  basis  of  telephone  usage)  Southern  Bell 
proposes  to  begin  vigorous  deployment  of  fiber  in  1994.  In  less  than  a  decade,  the 
network  will  be  fully  fiberized.  Of  course,  ratepayers  are  asked  to  pay  today  for  ac- 
celerated depreciation  and  throughout  the  next  decade  for  accelerated  deployment 
of  fiber  on  the  basis  of  a  telephone  company  guess  about  demand  for  new  services 
a  decade  in  the  future. 

In  the  Florida  accelerated  deployment  case  the  staffs  of  both  the  Federal  Commu- 
nications Commission  and  the  Florida  Public  Service  Commission  found  that  the 
company's  speculative  investment  failed  the  regulatory  economic  test.  Without  argu- 
ing otherwise,  however,  the  Florida  Commission  granted  Southern  Bell's  request.  In 
essence  it  took  approximately  $100  million  out  of  consvuners  pockets  and  invested 
it  in  the  network  with  no  reasonable  basis  for  expecting  that  the  investment  would 
ever  pay  off. 

FIGURE    2: 


INCREMENTAL   FIBER   COSTS   IN   FLORIDA 
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SOURCE:    Mark   Cooper,    Expanding    the    Information   Age    for    the    1990s 
(Washington,    D.C.,    January    1990),    P.    68. 

Arguing  that  the  replacement  of  fiber  is  unjustified  for  a  decade  and  that  the  net- 
work will  be  overbuilt  for  at  least  half  a  decade  with  the  deployment  of  fiber,  CFA 
estimated  that  the  incremental  revenue  requirement  placed  on  Southern  Bell  sub- 
scribers will  average  $5.00  per  month  for  approximately  33  years.9  It  starts  at  $.50, 
the  cost  of  accelerated  depreciation,  and  builds  to  $11.00  per  year  around  the  turn 
of  the  century,  then  tapers  off  through  the  first  two  decades  of  the  21st  century  (see 
Figure  2). 


9  M.N.  Cooper,  Expanding  the  Information  Age  in  the  1990s:  A  Pragmatic  Consumer  Analysis 
(Washington,  D.C.:  Consumer  Federation  of  America,  1990). 
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2.  Tennessee 

The  Tennessee  Commission's  economic  analysis  did  not  even  try  to  justify  the  ac- 
celerated deployment  of  intelligent  network  investments.  No  identifiable  stream  of 
services  could  be  found  to  pay  for  the  investment,  but  the  master  plan  advocated 
adding  5  percent  to  the  gross  revenue  requirement  (essentially  a  5  percent  tax)  to 
achieve  accelerated  deployment  of  information  age  services. 

The  history  of  telephony  from  its  very  beginnings  in  1878  has  been  a 
story  of  technological  change.  These  changes  have,  over  the  years,  reduced 
costs,  and  hence  prices,  drastically  *  *  * 

As  we  look  to  the  future  we  see  a  subtle  change  in  the  nature  of  the  evo- 
lution of  telephone  networks  *  *  * 

The  conclusion  one  draws  from  this  is  that  it  will  be  more  difficult  to  jus- 
tify new  technology  based  on  cost  reductions  (as  opposed  to  growth)  until 
the  penetration  of  fiber  in  the  loop  plant  reaches  an  as-yet  unspecified  "crit- 
ical mass  *  *  *  " 

In  the  interim,  however  (which  may  be  as  long  as  a  decade),  substantial 
expenditures  on  telecommunications  network  will  be  driven  by  growth,  re- 
habilitation and  new  services.  The  equipment  vendors  will  attempt  to  sell 
new  features  to  increase  their  revenues,  and  absent  growth,  the  operating 
companies  will  need  to  develop  new  methods  of  generating  revenues  to 
cover  their  software  related  expenses,  lo 

The  plan  involves  adding  approximately  $3.40  per  month  to  subscriber  bills  every 
month  for  10  years  (see  Figure  3).  The  goal  is  100  percent  deployment  of  ISDN  and 
SS7  technologies  and  a  10  jpercent  deplojTnent  of  fiber  in  10  years.  P\ill  deployment 
of  fiber  would  add  another  $10  per  month. 


■ 


FIGURE    3: 


THE  COST  OF  ACCFLEP.ATED  DEPLOYMEMT 
IN  TENNESSEE 
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SOURCE:    Tennessee    Public   Service   Commission,    Telecommunications   Technology 
Deployment    (July    12,     1990),    Exhibit   V-4. 


^'^Telecommunications  Technology  Deployment  Analysis  and  Master  Plan  Development,  Ten- 
nessee Public  Service  Commission,  July  12,  1990,  pp.  iv-3  to  iv-5. 
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This  cost  estimate  is  based  on  dubious  assumptions  that  suggest  a  significant 
underestimation  of  the  ultimate  price. 

•  It  assumes  multiple  lines  per  household,  which  is  not  the  case  today; 

•  a  virtual  collapse  in  the  cost  of  installing  fiber;  and 

•  no  improvement  in  the  cost  of  installing  copper. 

•  It  ignores  additional  switching,  terminal  equipment,  and  powering  costs;  and 

•  has  no  credible  way  to  verify  claimed  maintenance  cost  savings. 

•  It  makes  no  provision  for  acceleration  of  depreciation  and  assumes  that  the 
costs  of  special  services  for  businesses  will  be  recovered  from  those  businesses, 
which  is  not  the  case. 

Even  given  these  questionable  assumptions  which  seriously  underestimate  costs, 
the  resulting  cost  for  a  ten  year  acceleration  of  full  fiber  deployment  nationwide  is 
approximately  $400  billion,  n 

Florida  and  Tennessee  are  two  examples  where  efforts  to  fund  speculative  invest- 
ment have  been  approved,  in  spite  of  little  sound  economic  support  for  the  invest- 
ment and  direct  opposition  from  the  staffs  of  the  public  utility  commissions.  The 
telephone  companies  have  tried  in  other  states  and  either  failed  to  convince  regu- 
lators or  had  significant  parts  of  such  expenditures  disallowed.  12  However,  even 
when  Bell  companies  lose  at  the  PUC,  they  shift  to  a  legislative  strategy  where  the 
weakness  of  their  economic  argument  can  be  concealed.  i3 

C.  MISALLOCATION  OF  COSTS  AND  PROFITS 

1.  The  general  problem 

The  problems  of  cross-subsidy  and  goldplating  have  attracted  a  great  deal  of  at- 
tention because  they  are  blatant  abuses  which  run  against  regulatory  policy.  How- 
ever, in  other  areas,  existing  regulatory  mechanisms  are  also  highly  problematic. 

Pricing  and  cost  allocation  battles  have  been  fought  since  the  very  beginning  of 
the  industry.  Whenever  premium  services  are  added  to  the  basic  network,  the  prob- 
lem of  deciding  how  to  allocate  the  costs  become  more  intense.  While  plain  old  tele- 
phone service  does  not  require  the  improvements,  cost  allocators  which  are  based 
on  usage  place  the  heaviest  pricing  burden  on  basic  service  consumers.  This  "piling 
on"  the  ratepayer  is  likely  to  become  more  intense  if  a  wider  range  of  businesses 
is  opened  to  the  Bell  Companies. 

In  recent  years  the  setbacks  have  been  particularly  troubling.  As  the  Federal 
Communications  Commission  shifted  more  and  more  costs  onto  residential  rate- 
payers by  imposing  mandatory  access  charges  and  lowering  discretionary  long  dis- 
tance charges,  state  PUCs  have  shifted  more  and  more  costs  from  businesses  to  resi- 
dential users. 

The  past  twenty  years  have  shown  that  when  common  costs  are  incurred  to  meet 
the  most  rigorous  quality  demand  of  the  highest  service  applications,  the  residential 
ratepayer  is  vulnerable  to  cost  shifting  on  both  the  supply  and  demand  sides. 

On  the  demand  side,  the  pricing  philosophy  that  holds  sway  today  is  simple:  those 
consumers  with  the  fewest  alternatives  pay  the  most — the  residential  ratepayer 
bears  the  brunt  of  the  cost  burden. 

On  the  supply-side,  the  fact  is  that  the  ever  deepening  deployment  of  capiteil  pro- 
vides little  enhanced  value  for  the  residential  ratepayer.  The  residential  ratepayer 
gets  the  smallest  value  from  the  enhancement,  yet  the  costs  are  thrown  into  com- 
mon cost  pools  and  allocated  primarily  to  basic  services. 


11  Estimates  of  the  cost  of  fiber  cover  a  wide  range.  See,  L.  Taylor,  Capital  Budgeting  for  Tech- 
nology Adoption  in  Telecommunications:  The  Case  of  Fiber  (Center  for  Telecommunications  and 
Information  Studies,  Columbia  University,  1989)  and  National  Cable  Television  Association,  The 
Cost  of  Telephone  Company  Installation  of  Fiber  to  the  Home  (Washington  D.C.,  June  1989).  The 
range  of  estimates  is  narrowing.  The  investment  cost  estimates  for  the  mid  to  late  1990s,  for 
fiber  only,  have  now  settled  in  the  range  of  $1,500  to  $3,000.  See  L.L.  Johnson  and  D.P.  Reed, 
Residential  Broadband  Services  by  Telephone  Companies?  (Santa  Monica:  Rand,  June  1990),  p. 
vi;  R.  Loube,  Fiber  to  the  Home:  A  Competitive  Analysis,  S.  Koper,  Fiber  to  the  Home  (Inter- 
national Data  Corporation,  November  1989).  National  Regulatory  Research  Institute.  *  *  *  Get- 
ting to  the  integrated,  switched  network  would  require  additional  investment.  Investment  at 
this  level  would  require  at  least  a  doubling  of  loop  costs. 

12  Georgia  Public  Service  Commission,  Docket  No.  3905-U,  Staff  Team  Brief  on  the  Merits  of 
the  Rule  NISI  Case,  June  26,  1990;  CPUC,  Division  of  Ratepayer  Advocates,  Staff  Report  on  Pa- 
cific Bell's  Capital  Decision-Making  Process,  August  5,  1988. 

13 For  example,  bills  have  been  introduced  in  Ohio  (Senate  Resolution  No.  Ill)  and  New  Jer- 
sey (A-5063,  5-3617). 
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2.  Examples  of  the  cost  allocation  problem 

The  problem  of  cost  misallocation  can  be  quite  straight  forward.  As  discussed  in 
the  cross-subsidy  section,  companies  can  simply  allocate  costs  to  the  wrong  service. 

This  misallocation  need  not  be  based  on  deceit.  It  can  be  based  on  bad  judgment. 
For  example,  a  telephone  company  proposes  to  build  a  joint  video  and  voice  system 
and  proposes  to  deploy  expensive  optical  fiber  and  equipment  to  do  so.  It  splits  the 
cost  50/50  between  the  two  services.  Yet  simple  voice  communications  do  not  require 
the  very  high  level  of  technical  capability  of  the  joint  system.  Plain  old  voice  con- 
sumers are  being  overcharged,  i^ 

More  subtly,  they  can  decide  to  declare  certain  types  of  personnel  or  capital  costs 
as  "common"  costs  and  let  cost  allocators  spread  them  to  basic  services.  i5 

By  and  large,  the  first  and  largest  beneficiaries  of  extravagant  network  invest- 
ment will  be  high  volume  data  users  who  demand  speed.  ISDN  and  SS7  provide  al- 
most no  benefits  to  simple,  voice  grade  telecommunications,  yet  basic  rates  have 
borne  the  burden  as  these  technologies  are  implemented.  When  formal  allocation 
mechanisms  are  used,  the  reliance  on  relative  usage  is  the  problem. 

Humans  speak  slowly,  so  the  length  of  a  telephone  call  is  dictated  by  conversa- 
tional speed.  The  ability  of  the  network  to  transmit  faster  is  wasted,  since  the  con- 
straint on  speed  is  the  human  brain,  voice  and  ear.  As  the  network  is  upgraded, 
data  moves  faster  so  the  amount  of  time  per  transaction  declines.  The  result  of  ex- 
isting costing  methodologies,  which  allocate  costs  based  on  the  amount  of  time 
transactions  last,  is  to  reduce  the  costs  allocated  to  those  who  benefit  most  from  the 
deployment  of  the  technology. 

3.  Examples  of  the  profit  allocation  problem 

The  holding  company  structure  adopted  by  the  Bell  companies  also  enables  them 
to  misallocate  profits.  For  example,  regulators  from  nineteen  states  have  complained 
to  the  federal  courts  that  Yellow  Pages  advertising  profits,  which  regulators  tradi- 
tionally used  to  keep  local  rates  down,  have  been  siphoned  out  of  regulatory  reach 
by  the  Bells'  creation  of  out-of-state  unregulated  publishing  affiliates,  separate  from 
their  local  phone  operations,  is 

Recently,  the  Oregon  Public  Utility  Commission  ordered  U.S.  West  to  return  $29 
million  in  directory  publishing  revenue  to  the  regulated  rate  base  because:  "US 
West  formulated  a  corporate  strategy  in  1986  to  divert  directory  profits  from  rate- 

f)ayers  to  stockholders.  The  company  acknowledged  that  the  strategy  would  cause 
oc£d  rates  to  increase,  but  nevertheless  concluded  that  it  should  pursue  the  goal  of 
flowing  as  many  dollars  to  the  share  owners  as  possible."  i^  Through  the  few  audits 
and  investigations  that  they  have  the  resources  to  undertake,  regulators  have  found 
that  the  Bell  companies  allocate  excessive  costs  to  ratepayers  for  inappropriate  wir- 
ing costs,  18  while  under-compensating  ratepayers  for  directory  earnings.  i9 

D.  DIVERSION  OF  EFFORT 

In  their  rush  to  diversify  into  other  businesses,  the  Bell  companies  may  have  be- 
come distracted  from  the  central  purpose  of  their  enterprise,  which  is  provision  of 
basic  telecommunications  service. 

An  observer  might  well  be  justified  in  concluding  that  the  participation 
of  the  Regional  Companies  in  these  far-flung  enterprises  is  bound  to  dimin- 
ish their  managements'  interest  in  and  attention  to  the  local  telephone 
business — that,  after  all,  was  these  companies'  raison  d'etre,  and  that  is 
still  the  aspect  of  their  operations  most  vital  to  the  public  since,  under 
present  conditions,  if  the  Regional  Companies  do  not  attend  to  local  tele- 
phone service,  no  one  will  or  can. 20 

In  the  MECO  case  the  regulatory  decision  clearly  indicates  that  the  interests  of 
the  ratepayers  were  subordinated  to  the  interests  of  the  competitive  enterprise. 21 


i4Contel,  FCC  File,  No.  W-P-C-6575. 

16  "Testimony  and  Exhibits  of  Thomas  H.  Weiss,"  before  the  Illinois  Commerce  Commission, 
ICC  Docket  No.  89-0033  (Remand),  July  1991,  in  which  all  senior  management  is  declared  com- 
mon, even  though  some  positions  are  devoted  entirely  to  competitive  services. 

^6  Advice  to  the  Court  oy  Western  Conference  of  Public  Service  Commissioners,  Civil  Action  No. 
82-0192  (HHG),  U.S.  District  Court,  D.C.  October  23,  1989. 

17  See  Oregon  PUC  press  release,  December  29,  1989. 
IS  Telecommunications  Reports,  March  27,  1989,  p.  5. 

18  Southeast  Association  of  Regulatory  Utility  Commissioners,  Report  on  BellSouth  Corpora- 
tion and  Affiliates,  September  1990,  p.  EX-10, 

20  Opinion,  p.  58. 

2^  Plan  for  Comprehensive  Restructuring  *  *  *,  op.  cit. 
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E.  ABUSE  OF  POLITICAL  PROCESS 

The  anti-trust  court  also  noted  evidence  of  blatant  Bell  efforts  to  influence  the  leg- 
islative process  through  the  exercise  of  corporate  economic  power.  This  included  of- 
fers or  threats  to  locate  offices  or  make  contributions  to  economic  development  de- 
pending on  the  outcome  of  key  legislative  votes  or  regulatory  decisions.22 

Additional  instances  of  pohtical  abuse,  such  as  letter  writing  campaigns  and  rate- 
payer funding  of  lobbying  have  also  come  to  light.  The  use  of  telephone  company 
facilities  for  a  letter  writing  campaign  occurred  in  an  effort  to  obtain  regulatory  ap- 
proval of  Caller  ID  service,  which  is  discussed  in  the  next  chapter.23  Ameritech, 
Bellsouth  and  Southwestern  Bell  have  been  caught  using  ratepayer  money  for  cor- 
porate lobbjdng  activities. 24 

The  most  recent  and  blatant  abuse  of  monopoly  power  for  pohtical  purposes  oc- 
curred in  Michigan.  Michigan  Bell  analyzed  biUing  records  to  identify  certain  cus- 
tomers and  supplied  the  list  to  a  telemarketing  firm.  That  firm  called  the  subscrib- 
ers, lobbied  them  about  pending  legislation,  and  offered  to  connect  them,  toll  free, 
with  state  legislators.26 

III.  Abuse  of  Competitors 

The  primary  focus  of  recent  legal  activity  has  been  on  the  anti-competitive  impact 
of  local  exchange  company  actions  and  their  likely  behavior  should  the  restrictions 
on  their  activity  be  Ufl^ed.  The  first  triennial  review  of  the  MFJ  and  its  subsequent 
appeals  made  clear  that  the  structiiral  conditions  of  monopoly  continue  to  exist  and 
that  the  local  exchange  companies  continue  to  exploit  the  anti-competitive  and  anti- 
consumer  potential  of  the  local  exchange  monopoly.  At  present,  there  remains  a 
hard  and  fast  monopoly  in  local  exchange  service,  attested  to  by  the 

still  almost  complete  domination  over  the  "last  mile"  of  the  telephone  net- 
work, i.e.,  their  monopoly  of  the  local  wires  and  switches  without  which 
few,  if  any,  competitors  can  reach  the  ultimate  consumers  of  telephone- 
based  information  services.  In  fact,  around  ninety-nine  percent  of  the  traffic 
to  the  ultimate  subscriber  must  still  pass,  in  the  end,  through  the  Regional 
Companies'  loc£il  loops.26 

The  monopoly  was  not  created  by  regulation,  but  has  its  origins  in  the  economics 
of  the  local  network.  Although  new  technologies  may  make  competition  for  exchange 
service  possible  in  the  future,  no  technological  threat  to  that  monopoly  can  develop 
overnight.  The  market  power  of  the  local  exchange  companies  stems  not  only  from 
their  ownership  of  local  switching  capacity,  but  also  from  their  knowledge  of  calling 
patterns  and  volumes  and  their  control  over  decisions  about  how  to  design  and  con- 
struct the  network. 

A.  cross-subsidy 

1.  The  underlying  problem 

In  a  telephone  network  where  the  same  equipment  and  resources  are  used  to  pro- 
vide local,  long  distance  and  computer-based  services,  earnings  rise  when  costs  are 
loaded  onto  monopoly  local  phone  service  (where  the  public  has  no  alternative  pro- 
vider and  regulation  is  very  Ukely  to  result  in  adequate  profit).  Once  costs  are  shift- 
ed to  local  service,  the  local  phone  company  is  better  positioned  to  manipulate  prices 
for  all  other  services  to  benefit  its  unregulated  or  more  competitive  ventures. 

Telephone  regulators  have  been  incapable  of  preventing  cross-subsidy  by  local 
phone  companies  because  cost  allocation  rules,  historically  embroiled  in  political 
fights,  were  never  firmly  established  in  law.  In  addition,  aft«r  divestiture  the  local 
exchange  companies  laid  the  groundwork  for  a  major  structural  problem  in 
overseeing  the  industry.  They  created  "some  one  hundred-fifty  corporations,  partner- 
ships, subsidiaries,  and  other  entities  having  sometimes  but  a  remote  relationship 
to  telephone  operations."  27 


22  Opinion,  p.  161. 

23  Wall  Street  Journal,  June  26,  1990. 

24  Telecommunications  Reports,  March  27,  1989;  SEARUC  Southern  Task  Force,  op.  cit.;  Te- 
lephony, April  30,  1990,  p.  8. 

25  C.  Christoff,  "Phone  Users  are  Drafted  in  Rate  War,"  Detroit  Free  Press,  November  2,  1991. 

26  Opinion,  United  States  of  America  v.  Western  Electric,  Inc.  et  al.,  Harold  Greene,  July  25, 
1991,  p.  16  (hereafter,  Remand  Opinion). 

2T  Opinion,  pp.  157-158. 
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The  ability  of  the  RBOCs  to  engage  in  cross  subsidization  has  grown  because  of 
the  increasingly  complex  organizational  structure  of  the  companies,28  continuing  ef- 
forts to  escape  regulatory  scrutiny,29  and  the  weakening  of  regulation.ao  By  estab- 
lishing a  complicated  web  of  subsidiaries  separate  from  their  local  phone  companies, 
the  Bells  have  demonstrated  that  they  can  elude  regulatory  cost  allocation  designed 
to  protect  consumers  of  regulated  services.  As  an  analysis  by  the  National  Associa- 
tion of  Regulatory  Utility  Commissioners  (NARUC)  concluded: 

The  operations  and  methods  of  Pacific  Telesis  bring  to  life  the  worst 
nightmares  of  regulators.  There  appears  to  be  no  advantage  to  the  holding 
company  structure  except  to  the  unregulated  businesses  of  Pacific  Telesis, 
which  are  cross-subsidized  at  every  turn  by  Pacific  Bell.si 

By  1991,  during  Judge  Greene's  most  recent  evaluation  of  the  regulatory  process, 
the  ability  of  regulators  to  prevent  the  problem  of  cross-subsidy  was  found  to  be 
even  more  suspect. 

Although  the  current  regulations  include  a  number  of  new  features,  they 
are,  if  anj^hing,  less  Ukely  to  be  effective  than  those  that  were  supposed 
to  constrain  the  Bell  System.  For  what  cannot  be  overemphasized  is  that, 
as  the  structvire  of  corporations  becomes  more  complex  and  as  it  deals  in 
more  and  more  different  products  and  services,  it  becomes  increasingly  dif- 
ficult for  regulation  and  regulators  to  oversee  its  operations  and  restrain 
anti-competitive  efforts  *  *  * 

State  regulators,  who  in  the  main  must,  perforce  operate  with  meager  re- 
sources, but  who  are  nevertheless  responsible  for  the  regulation  of  the  bulk 
of  Regional  Company  services,  have  consistently  been  unable  to  exercise 
control  over  the  vast  and  powerful  Regional  Companies.  One  basic  reason 
for  this  impotence,  in  addition  to  the  paucity  of  resources,  is  the  fact  that 
each  of  the  Regional  Companies  operates  in  several  states,  and  all  of  them 
are  thus  effectively  beyond  the  jurisdiction  of  any  single  local  regulatory 
body.  Indeed,  some  of  the  companies,  e.g.  US  West,  have  refused  to  turn 
over  to  state  regulators  their  records  pertaining  to  operations  within  the  re- 
gion but  outside  of  the  particular  state.32 

2.  Examples  of  abuse 

The  staffs  of  the  two  largest  public  utility  commissions,  which  have  the  resources 
and  the  will  to  look  into  the  matter,  found  that  the  local  companies  had  been  engag- 
ing in  cross-subsidy.33  Both  New  York  and  California  found  extensive  evidence  of 

attribution  of  executive  and  management  time  to  the  competitive  subsidiary 
that  was  a  small  fraction  of  the  economic  activity  in  which  it  was  engaged; 

inadequate  compensation  of  time  that  was  billed  to  the  subsidiary; 

a  complete  lack  of  or  inadequate  compensation  for  assets  and  services  uti- 
lized by  the  subsidiary; 

cherry-picking  the  best  talent  from  the  parent  monopoly  company  and  sad- 
dling the  parent  with  costs  for  training  that  was  more  directly  related  to 
the  activity  of  the  subsidiary;  and 

imputation  of  excessive  rates  of  return  for  services  purchased  from  the  sub- 
sidiary. 

Other  RBOCs  were  found  to  be  engaging  in  cross-subsidization  of  competitive  ac- 
tivities from  the  very  beginning  of  their  existence.  Early  cases  involve  BellSouth,34 


28  Ibid,  p.  120. 

29  Ibid  pp.  154-155. 

30  Ibid,  pp.  121-125;  160-161. 

^^ Summary  Report  on  the  Regional  Holding  Company  Investigations,  September  18,  1986,  p. 
17. 

32  Remand  Opinion,  pp.  27  ...  31  ..  .  39. 

33  State  of  New  York,  Department  of  Public  Service,  Staffs  Initial  Brief  Case  No.  27420,  Jan- 
uary 23,  1984;  Staff  Direct  Testimony,  Case  28959 — Rochester  Telephone  Corp.  Need  for  and  Pro- 
priety of  a  Royalty,  April  12,  1985;  Public  Staff  Division,  California  Public  Utilities  Commission, 
A  Report  on  Pacific  Bell's  Affiliated  Subsidiary  Companies,  June  3,  1986. 

34  Special  Accounting  Task  Force  of  the  Southern  Public  Service  Commissions,  Report  on 
BellSouth  Corporation,  May  16,  1985. 


271 

Aineritech,35  and  the  already  noted  PacTel  findings.  The  most  celebrated  case  is  the 
MECO  case  in  the  NYNEX  region  where  the  corporate  parent  drained  revenues 
from  the  operating  exchange  company  into  an  unregulated  affiliate  and  then  asked 
for  a  rate  increase  to  cover  the  revenue  shortfall.36  Other  instances  include  U.S. 
West,37  PacTel,38  BellSouth,39  and  GTE.^o 

The  revelation  of  cross-subsidization  in  the  first  round  of  audits  did  not  dissuade 
the  RBOCs  from  inappropriately  shifting  costs  to  regulated  services.  A  second  round 
of  audits  revealed  the  practices  were  continuing  five  years  after  divestiture.^i  In- 
deed, it  would  appear  that  being  under  investigation  or  even  caught  for  one  offense 
has  little  impact  on  altering  RBOC  behavior.42 

B.  ANTI-COMPETITIVE  ACTIVITY 

In  addition  to  cross-subsidy,  which  involves  underpricing  competitive  services  and 
undermining  competition,  the  local  exchange  companies  have  engaged  in  several 
other  types  of  anti-  competitive  activity  in  the  post-divestiture  period. 

1.  Access  to  bottleneck  facilities 

The  RBOCs  blatantly  denied  or  degraded  access  of  competitors  to  the  network.43 
Since  information  providers  must  sell  their  services  through  the  switches  and  tele- 
phone lines,  they  are  dependent  on  the  telephone  companies  for  access  to  their  mar- 
ket.44  There  are  a  number  of  ways  in  which  the  local  exchange  carriers  have  pre- 
vented or  hindered  information  service  providers  from  obtaining  access. 

[They]  have  designed  technical  featxires  in  such  a  way  as  to  render  them 
incompatible  with  competitors'  standard  equipment;  priced  the  features  in 
such  a  manner  as  to  raise  their  rivals'  costs;  made  important  and  necessary 
featiu-es  available  only  to  their  own  affiliates  *  *  *  delayed  implementation 
of  features  requested  by  competitors  until  the  particular  regional  Company 
was  ready  to  enter  the  market  *  *  *  [and]  charge[d]  more  to  the  customers 
of  their  competitors  for  needed  featiires  than  they  charge  their  own  cus- 
tomer3.45 

A  very  recent  case  in  Georgia  is  a  paradigm  of  the  types  of  abuses  which  monop- 
oly over  local  exchange  service  invites  when  the  monopolist  branches  out  into  com- 
petitive services  that  utilize  monopoly  facilities  and  sell  to  captive  customers. 

In  the  Commission's  view,  the  evidence  presented  on  each  issue  shows  at 
a  minimum  that  SBT  has  both  the  opportunity  and  incentive  to  use  its  mo- 
nopoly control  over  the  local  network  to  defeat  competition  in  the  VMS  mar- 
ket through  its  influence  on  whether,  how  and  when  competitors  can  access 
the  local  network.  Further  the  evidence  shows  that  SBT  has  not  hesitated 
to  take  advantage  of  this  opportunity,  has  used  its  monopoly  control  over 
the  local  network  to  gain  an  anti-competitive  advantage  in  its  offering  of 


35  State  of  Ohio  Public  Utilities  Commission,  The  Ameritech  Bell  Operating  Company  Relation- 
ship: A  Regulatory  Perspective,  August  8,  1986. 

38  State  of  New  York,  Department  of  Public  Service,  Case  No.  91-C-0102 — Proceeding  to  In- 
vestigate the  Corporate  Structure  of  New  York  Telephone  Company  and  Its  Affiliates,  Plan  for 
Comprehensive  Restructuring  of  NYNEX  and  Its  Affiliates,  and  accompginying  material;  Federal 
Communications  Commission,  Review  of  Affiliate  Transactions  Between  NYNEX's  LECs  and  Ma- 
terial Enterprises,  December  29,  1989. 

37  Communications  Daily,  March  5,  October  22,  1990. 
^^Communications  Daily,  January  25,  1991. 

38  SEARUC  Southern  Task  Force,  Report  on  BellSouth  Corporation  and  Affiliates,  September, 
1990. 

■to  Federal  Communications  Commission,  Apparent  Violations  of  the  Commission's  Rules  and 
Policies  Governing  Transactions  with  Affiliates,  March  21,  1991. 

41  SEARUC  Task  Force,  op.  cit. 

42  The  MECO  abuse  continued  from  1984  to  1988,  despite  a  New  York  state  audit  that  had 
identified  serious  concerns  about  cross-subsidy  in  the  NYNEX  organization.  Similarly,  BellSouth 
continued  its  abuse  in  Electronic  Messaging  Systems,  in  spite  of  two  adverse  SEARUC  audits. 

43  The  cable  TV  industry  and  the  telephone  industry,  potential  competitors  for  each  other's 
service,  have  repeatedly  clashed  over  pole  attachments  and  duct  space  used  in  stringing  cable 
to  customers  (National  Cable  Television  Association,  The  Never-Ending  Story:  Telephone  Com- 
pany Anti-competitive  Behavior  Since  the  Breakup  of  AT&T,  April  1991,  pp.  13-14). 

44  A  repeated  problem  for  almost  the  entire  period  since  divestiture  has  been  the  inability  of 
competitors  to  co-locate  their  facilities.  See  "Order  of  the  Commission  Regarding  its  Investiga- 
tion into  Southern  Bell  Telephone  and  Telegraph  Company's  Trial  Provision  of  MemoryCall 
Service,"  Georgia  Public  Service  Commission,  Docket  No.  4000-U  (hereafter,  Georgia  PSC)  and 
the  many  disputes  involving  MFS  Inc. 

45  Remand  Opinion,  pp.  40-41. 
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MemoryCall  service  and  will  continue  to  do  so  if  left  unchecked  by  the  com- 
mission.46 

The  telephone  companies  can  also  delay  the  provision  of  service. ^^  This  prevents 
competitors  from  starting  up  business.  Often  the  delay  serves  to  give  local  exchange 
companies  a  chance  to  preposition  their  own  competitive  offiering.  Since  many  infor- 
mation service  firms  are  small,  they  may  simply  disappear  or  be  forced  to  withdraw 
from  the  market,  rather  than  wait  out  the  telephone  companies. ^s  The  Georgia 
Commission  concluded  as  follows: 

The  evidence  in  this  Docket  indicates  that  the  network  features  necessary 
for  the  TAS  Bureaus  to  offer  their  VMS  options  on  a  basis  competitive  in 
quality  and  availability  to  SBT's  current  oftiering  of  MemoryCall  service 
have  existed  since  the  early  1980s.  The  record  is  clear  that  SBT  chose  not 
to  unbundle  the  features  and  offer  them  on  the  network  on  an  unbundled 
basis  until  SBT  was  prepared  to  offer  MemoryCall.^s 

The  Georgia  Commission  drew  the  necessary  implications  with  respect  to  the  fu- 
ture of  the  industry,  citing  Cox  Enterprises  as  follows: 

The  Commission  finds  this  evidence  disturbing  enough  because  of  its  in- 
dication that  SBT  may  have  improperly  impeded  development  of  the  VMS 
market  for  almost  a  decade.  The  evidence  is  even  more  disturbing,  however, 
because  of  what  it  may  well  signal  with  respect  to  SBT's  purported  commit- 
ment to  a  proper  Open  Network  Architecture  program. 

Under  the  concept  of  Open  Network  Architecture  ("ONA"),  new  features, 
such  as  CF-NA  and  CF-BL,  should  be  made  available  on  a  cost  basis  to 
whoever  needs  them  as  soon  as  they  are  technically  feasible.  *  *  * 

As  the  proceeding  has  made  clear.  Southern  Bell  has  a  view  of  ONA  all 
its  own.  According  to  Southern  Bell,  Southern  Bell  should  make  new  serv- 
ices available  only  when  it  plans  to  offer  an  enhanced  service  that  can  use 
them.  Daniel  at  533  ("ONA  says  when  we  use  those  services  ourselves,  we 
are  required  to  make  them  available").  This  is  nothing  less  than  an  ac- 
knowledgement by  Southern  Bell  that  it  views  its  own  outside  business 
ventures  as  its  primary  franchise  motivation,  not  the  service  demands  of  its 
captive  telephone  ratepayers.^o 

There  are  a  variety  of  ways  that  the  terms  and  conditions  of  access  can  be  manip- 
ulated to  disadvantage  competitors.  In  Georgia  one  major  issue  was  the  location  of 
facilities. 

SBT  places  its  voice  mail  equipment  (including  hardware)  within  its 
central  offices,  thereby  enabling  SBT  to  provide  higher  quality  voice  mail 
service.  This  action  also  reduces  SBT's  overall  cost  of  providing  MemoryCall 
because  it  eliminates  the  need  for  a  local  transport  link  to  provide  the  serv- 
ice. 

At  present,  TAS  Bureaus  must  place  their  voice  mail  equipment  on  their 
business  premises.  This  reduces  tne  quality  of  voice  mail  and  necessitates 
paying  SBT  for  a  local  transport  link  to  the  central  office  that  service  their 
customer. 

The  TAS  Bureaus  had  requested  the  opportunity  to  locate  their  voice 
mail  equipment  within  SBT's  central  offices,  that  is,  they  have  requested 
the  opportunity  to  co-locate  their  voice  mail  equipment. 

SBT  has  received  and  denied  such  requests.Bi 

The  local  exchange  companies  may  also  make  the  network  technologically  inacces- 
sible.52  They  may  choose  proprietary  designs  that  competitors  cannot  interconnect 
with,  while  their  own  subsidiaries  are  ensured  compatibiUty.es  This  was  the  case 
in  Georgia. 

SBT's  MemoryCall  service,  because  of  its  special  access  to  SBT  engineer- 
ing, recognized  the  lAESS  switch  technical  barrier  and  designed  the  net- 


46GeorgiaPSC,  p.  27. 

47  Communications  Daily,  December  28,  1990. 

4a  Comments  of  Dun  and  Bradstreet  Corporation  on  Department  of  Justice  Recommendations, 
Civil  Action  No.  82-0192,  pp.  35-36,  citing  refusal  of  BellSouth  to  grant  access. 

49  Georgia  PSC,  pp.  31-32. 

50  Ibid.,  pp.  33-34. 

51  Georgia  PSC,  pp.  30-31. 

62  U.S.  Department  of  Justice,  The  Geodesic  Network:  1987  Report  on  Competition  in  the  Tele- 
phone Industry,  January  1987,  pp.  4.9-4.23. 
^^Communications  Daily,  1990. 
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work  and  its  services  to  avoid  the  AESS  switch  technical  barrier.  The  func- 
tional difference  is  critical,  because  in  an  area  served  by  a  lAESS  switch 
that  has  not  been  upgraded,  the  voice  message  services  tnat  can  be  offered 
in  comjpetition  to  MemoryCall  are  grossly  inferior  in  quaUty  and  availability 
*  *  *  Thus,  for  at  least  the  first  15  months  of  SBT's  initial  entry  into  the 
VMS  market  with  MemoryCall,  the  technical  barriers  of  the  network  cre- 
ated an  insurmountable  advantage  in  SBT's  favor  regarding  the  quality  of 
the  voice  messaging  services  available  as  competition  to  MemoryCall. 54 

2.  Price  discrimination 

The  local  exchange  companies  can  also  provide  unequal  access  to  competitors  by 
charging  their  own  subsidiaries  less  than  they  do  competitors.  A  U.S.  West  case  is 
most  revealing  in  this  regard. ^e  In  seeking  to  win  a  government  contract,  U.S.  West 
charged  its  affiliate  less  for  access  than  it  charged  its  competitors.  It  also  bundled 
in  use  of  trunk  lines  at  no  charge,  while  its  competitor  wovdd  have  to  pay  for  these 
services. 56 

The  RBOCs  create  a  more  subtle  pricing  problem  when  they  establish  prices 
which  require  competitors  to  buy  value  added  (computer  enhancements,  etc.)  that 
they  do  not  need.  This  bundling  places  competitors  at  a  disadvantage  since  they 
must  pay  twice  for  functionalities  that  they  do  not  need  and  for  which  RBOC  affili- 
ates may  not  pay.^? 

3.  Marketing 

Another  area  of  anti-competitive  advantage  enjoyed  by  the  RBOCs  is  access  to 
marketing  information  and  a  captive  market.  The  franchise  provides  companies 
with  knowledge  of  subscriber  location,  status,  and  calling  patterns.  It  gives  then  a 
number  of  transactions  (service  start-up,  monthly  biUing,  service  modification,  prob- 
lem inquires,  etc.),  which  are  ideal  marketing  opportunities. ^e  This  disadvantage 
can  never  be  overcome  by  competitors. 

The  Georgia  Commission  concluded  as  follows: 

MemoryCall  enjoys  a  favored  status  because  of  its  connection  to  SBT's 
monopoly  control  of  the  local  exchange  network.  A  business  or  residential 
customer  must  initially  contact  SBT  to  arrange  for  basic  telephone  service. 
SBT  uses  that  contact  to  solicit  interest  in  MemoryCall.  This  vast  market- 
ing opportunity  is  uniquely  possessed  by  SBT  *  *  * 

SBTs  position  as  monopoly  provider  of  local  exchange  service  allows  it  to 
develop  and  access  a  data  base  of  information  on  customers  known  as 
CPNI.  CPNI  contains  all  the  information  SBT  has  on  each  telephone  cus- 
tomer, including  the  customer's  credit  history,  number  of  lines,  services, 
and  special  caUing  features.  This  information,  together  with  customer  call 
completion  data  that  is  available  exclusively  to  SBT,  is  indispensable  for  a 
targeted  marketing  campaign  and  has  been  used  by  SBT  in  its  own  market- 

SBT  asserts  that  it  enjoys  economies  of  scale,  particularly  with  respect 
to  marketing,  that  allow  it  to  offer  MemoryCall  at  prices  below  those  at 
which  its  competitors  offer  their  services.  It  is  clear  to  the  Commission  that 
the  principle  economies  of  scale  advocated  by  SBT  in  this  proceeding  are 
advantages  derived  largely,  if  not  exclusively,  by  virtue  of  SBT's  monopoly 
position  as  provider  of  local  exchange  service.ca 

However,  the  RBOCs  have  not  been  content  just  to  enjoy  this  advantage.  In  a 
number  of  cases  they  have  structured  sales  campaigns  not  only  to  exploit  tSese  op- 
portunities as  aggressively  as  possible,  but  also  to  violate  cannons  of  fairness  and 
regulatory  policy. 

For  example,  Pacific  Bell  was  found  to  be  referring  customers  asking  about  com- 
petitive services  directly  to  an  affiliate,  thereby  using  its  position  as  monopolist  over 


64  Georgia  PSC,  pp.  28-30. 

65  "Memorandum  of  the  United  States  in  Support  of  Motion  and  Stipulation  for  Entry  of  an 
Enforcement  Order,"  United  States  v.  Western  Electric  Co.,  Enforcement  Order,  February  15, 
1991. 

66  Other  similar  instances  include  discrimination  in  price  or  terms  in  Ohio  {Allnet  Communica- 
tions Services,  Inc.  v.  Public  Utility  Commission,  1988)  and  by  Southwestern  Bell  (Wall  Street 
Journal,  June  26,  1990,  B-8). 

^T  Communications  Daily,  December  11,  1990;  Communications  Daily,  December  28,  1990.  See 
generally  the  comments  of  Prodigy  in  the  CEI  pricing  cases. 

^s  Communications  Daily,  November  27,  1990,  on  FacTel's  marketing  advantage,  and  Georgia 
PSC,  on  BellSouth. 

59  Georgia  PSC,  pp.  37  .  .  .  40. 
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local  services  to  disadvantage  competitors.eo  Similar  instances  have  occurred  in  the 
BellSouth  region  with  use  of  advertising  in  phone  franchise  bills  while  denjdng  com- 
petitors access  to  customer  information  used  by  the  telephone  company  to  market 
competitive  services. si 

•  SBT  actively  sold  MemoryCall  to  TAS  Bureau  customers  who  called  SBT  to 
order  call  forwarding  and  other  custom  calling  features  in  preparation  for  sign- 
ing on  with  TAS  Bvireau. 

•  SBT  marketing  included  repair  service  attendants  selling  MemoryCall  to  TAS 
Bureau  customers. 

•  SBT  bills  for  MemoryCall  by  using  its  monopoly  billing  system. 

•  SBT  uses  its  monopoly  billing  system  to  promote  the  sale  of  MemoryCall  with 
bill  stufFers. 

•  SBT  refuses  to  allow  its  VMS  competitors  to  use  its  monopoly  billing  system 
to  either  bill  VMS  or  promote  VMS. 

•  SBT  uses  its  Customer  Proprietary  Network  information  (CPNI)  to  identify  pro- 
spective MemoiyCall  subscribers,  while  TAS  Bureaus  are  denied  real  time  equal 
access  to  SBT  CfPNI.62 

III.  Abuse  of  Consumers 

A.  CONSUMER  SOVEREIGNTY  AND  MONOPOLY  POWER 

Because  the  MFJ  ruling  is  in  the  context  of  an  anti-trust  case,  Judge  Greene 
views  the  network  through  monopoly  control  over  the  switch  and  how  that  control 
has  been  abused  to  the  detriment  of  ratepayers  and  competitors.  Another  view  of 
the  local  exchange  monopoly  deserves  equal  attention — the  view  from  the  trans- 
action between  the  monopolist  and  its  customers. 

One  of  the  primary  areas  of  concern  with  Bell  company  entry  into  non-telephone 
lines  of  business  that  use  the  telephone  network  is  the  Bell  Companies'  ability  to 
use  their  monopoly  position  to  restrict  the  range  of  products  available  in  the  market 
and  to  leverage  their  monopoly  power  to  distort  consumer  demand.  The  result  is  to 
undermine  consumer  sovereignty  and  abuse  the  consuming  public. 

Consumer  sovereignty,  also  consumer  preference,  [is]  the  influence  of  con- 
sumers on  resource  allocation,  that  is,  on  the  kinds  and  amounts  of  goods 
produced.  Theoretically,  in  a  free-market  economy  purchases  should  guide 
producers  to  supply  those  goods  for  which  there  is  a  demand.  In  practice, 
however,  consumers  no  more  control  production  than  they  control  prices, 
their  power  being  limited  by  monopolies  and  oligopolies,  by  their  ignorance 
of  products  and  production  methods,  by  the  deceptive  practices  of  sellers, 
and  by  overall  economic  conditions.^s 

Our  concern  with  abuse  of  market  power  to  undermine  consumer  sovereignty  is 
not  simply  a  theoretical  concern.  Since  divestiture,  local  exchange  companies  have 
engaged  in  a  pervasive  pattern  of  abuse  of  consumers  in  restricting  supply,  exploit- 
ing consumer  ignorance,  and  deceptive  marketing  practices.  These  abuses  have  oc- 
curred in  the  sale  of  a  variety  of  vertical  and  enhanced  services. 

Two  primary  sets  of  examples  will  be  reviewed  below.  The  first  involves  fraudu- 
lent marketing  of  enhanced  services,  like  Call  Waiting,  Call  Forwarding,  and 
Touchtone.64  The  second  involves  distorted  marketing  of  CLASS  services,  like  Caller 
ID  and  Automatic  Call  Trace.se 

In  the  former,  the  companies  engaged  in  pure  fraud  and  deceit  in  marketing. 
Then,  at  least  one  company  went  into  court  and  insisted  that  even  though  it  is  a 
franchise  monopolist  with  special  powers  and  relationships  to  customers,  its  conduct 
should  be  judged  only  by  the  lowest  standards  of  conduct — the  used  car  salesman 


60CPUC,  op.  cit, 

61 SEARUC  Task  Force,  op.  cit. 

62  Georgia  PSC,  pp.  34-35. 

63  C.  Ammer  and  D.S.  Ammer,  Dictionary  of  Business  and  Economics  (New  York:  The  Free 
Press,  1984),  p.  99. 

64 These  cases  involve  Ameritech  {Wisconsin  State  Journal,  August  20,  1990);  PacTel  (Wall 
Street  Journal,  April  11,  1990);  and  Pennsylvania  {Wall  Street  Journal,  April  11,  1990). 

65  Direct  Testimony  of  Mark  N.  Cooper,  On  Behalf  of  the  Office  of  Consumers  Counsel,  before 
the  Public  Utility  Commission  of  Ohio,  Case  Nos.  90-467-TP-ATA  and  90-47 1-TP-ATA,  Sep- 
tember 3,  1991. 


275 

standard.66  in  the  CLASS  service  cases,  the  companies  insist  that  because  of  their 
control  over  subscribers'  telephone  numbers  they  can  sell  them  to  whomever  they 
want  on  whatever  terms  they  desire,  even  though  the  telephone  number  is  a  direct 
link  to  a  person's  home.  In  essence  they  argue  that  peoples  telephone  numbers  are 
like  license  plates  on  their  cars  to  be  displayed  to  everyone. 

In  both  or  these  cases  the  telephone  companies  have  used  their  monopoly  power, 
pressure  sales  tactics  and  hard-sell,  fear  campaigns  to  market  inferior  quality  serv- 
ices at  excessive  prices,  while  preventing  better  alternatives  from  reaching  the  mar- 
ketplace. The  attitude  taken  by  the  telephone  companies,  that  they  will  decide 
consumer  demand,  reaches  to  the  highest  level  of  strategic  planning.  The  current 
efforts  to  accelerate  deployment  of  information  age  services  is  predicated  on  the  fact 
that  consumers  do  not  know  what  they  want.  The  telephone  companies  are  better 
suited,  in  their  opinion,  to  decide  demand. 

The  "anything  goes,  nothing  is  private,  we  know  best,"  view  of  the  world  is  a 
major  concern  as  the  telephone  companies  move  into  network-based  information 
services.  The  telephone  companies  have  far  too  much  market  power  to  be  allowed 
to  behave  in  this  manner. 

B.  THE  IMBALANCE  BETWEEN  BUYER  AND  SELLER  OF  MONOPOLY  NECESSITY  SERVICES 

1.  The  nature  of  the  transaction 

The  fundamental  problem  in  tying  the  sale  of  optional  services  to  the  sale  of  the 
monopoly  service  is  that  the  underlying  purchase  is  likely  to  be  carried  out  under 
conditions  of  urgency  and  time  constraint.67  When  people  move  or  otherwise  suffer 
an  interruption  of  service,  they  are  beholden  to  the  monopoly  local  telephone  com- 
pany to  obtain  "dial  tone"  access  to  the  rest  of  the  world.  Given  that  they  view  the 
telephone  as  a  necessity,  consumers  need  to  initiate  service  in  order  to  get  back  in 
touch.  Their  ability  to  distinguish  between  the  monopoly  service,  which  tney  cannot 
delay,  and  the  optional  services,  which  they  do  not  "need",  may  be  limited.  In  the 
case  of  termination  or  back  bill  negotiations,  this  problem  is  compounded. 

The  characteristics  of  the  purchase  itself  reinforce  theproblems  faced  by  the 
consumer.  The  customer  must  initiate  a  purchase  with  the  company  because  of  the 
monopoly  franchise.  This  results  in  a  highly  motivated,  focused  customer  and  places 
the  costs  of  the  transaction  squarely  on  the  buyer.  The  customer  almost  certainly 
"needs"  to  wrap  up  the  transaction  quickly  (to  avoid  being  without  a  phone),  which 
is  a  reversal  of  normal  sales  situations.  The  purchase  is  small,  and  spread  out. 

Consumers  know,  of  course,  that  there  are  no  alternatives  for  local  service.  In 
some  cases,  they  recognize,  correctly,  that  there  are  few,  if  any,  alternatives  for  op- 
tional services.  In  other  cases,  because  of  the  recent  upheavals  in  the  industry,  they 
believe,  incorrectly,  that  they  have  few  or  no  alternatives  for  other  optional  services. 

Urgency,  time  pressure,  a  lack  of  alternatives,  and  a  small  expenditure  all  tend 
to  lead  to  less  effective  purchase  decisions  and  to  make  the  consumer  more  suscep- 
tible to  persuasion.  Under  the  circumstances,  the  consvuner  is  especially  vulnerable 
to  the  local  telephone  compan/s  pressure  tactics;  the  company's  explicit  exploitation 
of  this  situation  is  likely  to  lead  to  over-consumption  of  these  services. 

The  imorance  of  the  consumer  is  a  frequent  theme  in  internal  Bell  company  ma- 
terials. There  is  a  tremendous  advantage  for  the  telephone  company  in  being  seen 
as  the  authority  on  these  matters;  the  companies  consciously  exploit  this  advantage. 
Their  status  as  the  incumbent  monopolist  conveys  significant  credibility  and  cus- 
tomer loyalty  which  results  in  considerable  power  in  the  transaction.  Customers'  at- 
tention is  highly  focused,  making  them  more  receptive  to  the  information  being  dis- 
seminated. The  costs  of  resisting  may  be  high  for  the  consumer,  while  the  company's 
costs  of  influencing  the  customer  are  small,  since  the  consumer  makes  the  initial 
contact. 

2.  Company  strategy 

The  Bell  company  exploits  its  power  by  package  selling.  Using  its  monopoly  over 
basic  services  and  the  tremendous  advantage  it  has  in  the  transaction,  the  company 
makes  a  strong  effort  to  bundle  discretionary  services  with  the  necessity  service. 
Sales  representatives  are  instructed  by  script  to  present  only  packages  and  resist 


66  The  argument  was  made  in  response  to  an  Attorney  General  suit  in  Pennsylvania  alleging 
fraud  and  abuse  in  the  marketing  of  a  competitive  service — inside  vnre  maintenance.  A  compan- 
ion suit  was  filed  before  the  Public  Utility  Commission  alleging  fraud  and  abuse  in  the  market- 
ing of  regulated  services.  The  case  was  settled  with  $42  million  in  refunds. 

6'7  This  analysis  is  drawn  from  "Affidavit  of  Dr.  Mark  N.  Cooper  on  Abuses  of  the  Monopoly 
Franchise  of  the  Regional  Bell  Operating  Companies  in  the  Marketing  of  Optional  Services," 
United  States  Court  for  the  District  of  Columbia.  United  States  of  America  v.  Western  Electric 
Company  and  American  Telephone  and  Telegraph  Company,  C.A.  No.  82-0192. 
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unbundling  them.  They  are  trained  to  overcome  the  objections  of  the  consumer  and 
sell  the  entire  package. 

The  company's  and  consumers'  views  of  these  services  are  fundamentally  con- 
tradictory. By  and  large,  consumers  see  these  services  as  frills  that  have  none  of 
the  inherent  qualities  of  necessities.  The  company  markets  these  services  as  "needs" 
and  "requirements." 

The  company's  concept  of  need  is  used  to  target  market  segments.  Therefore, 
groups  that  are  identified  as  having  a  need  for  a  service  are  identified  as  segments; 
the  sales  routine  will  be  most  heavily  oriented  toward  pitching  the  specific  services 
"needed"  by  that  segment  (after  repeated  refusals  of  the  entire  package).  Recogniz- 
ing that  the  company  cannot  offer  trials  in  which  the  consumer  can  make  up  his 
or  her  own  mind  about  the  value  of  services,  the  company  has  shifted  to  a  strategy 
of  emphasizing  benefits  and  restricting  information  provided  to  the  customer. 

Thus,  the  company  does  not  see  subscribers'  attempts  to  initiate  service  as  a  time 
to  provide  balanced  information  to  assist  them  in  making  an  optimum  choice.  It 
treats  them  as  an  opportunity  to  maximize  sales  by  meirket  segmentation  and  selec- 
tive presentation  of  information.  What  the  company  has  done  is  replace  the  tradi- 
tionad  role  of  the  service  center,  in  providing  lists  of  services  and  trial  periods,  with 
the  role  of  the  sales  center,  presenting  packages  of  services  and  pressuring  consum- 
ers. 

As  a  franchise  monopolist,  the  telephone  company  has  a  position  of  trust  and  ex- 
pertise. The  company  has  taken  the  position  of  an  expert  by  the  style,  language  and 
structure  of  the  sales  exchange.  However,  the  actual  transaction  does  not  reflect  fair 
or  balanced  information.  Having  had  the  position  of  benign  expert  conferred  on  it 
by  the  franchise,  the  company  behaves  like  a  self-interested  huckster. 

The  company's  sales  pitch  exploits  a  situation  of  great  strength  vis-a-vis  the 
consumer  in  an  effort  to  increase  sales.  We  have  a  situation  of  seller  power  and 
buyer  weakness  in  which  the  communications  process  is  highly  favorable  to  the  sell- 
er. 

The  effects  of  this  sales  strategy  are  reinforced  because  the  company  is  not  operat- 
ing in  a  competitive  environment.  For  many  of  the  services  being  offered  there  are 
simply  no  good  substitutes.  Where  competition  is  seen  to  exist,  the  company  targets 
the  franchise  transaction  as  a  source  of  advantage. 

C.  FRAUDULENT  AND  ABUSIVE  MARKETING  OF  VERTICAL  SERVICES 

1.  Fostering  excess  consumption 

In  a  number  of  the  RBOCs  there  existed  a  clearly  articulated  corporate  plan  to 
increase  sales  at  all  costs,  which  unfairly  exploited  every  possible  advantage  enjoyed 
by  the  company  to  the  detriment  of  the  public  and  in  contradiction  of  Public  Utility 
Commission  policy  and  the  public  interest.^s  The  market  conditions  which  the  com- 
panies consciously  chose  to  exploit  in  the  efforts  to  sell  these  products  include 

•  franchise  monopoly  power  and  ratepayer  powerlessness  that  results  from  their 
dependence  on  the  company  as  the  franchise  monopolist; 

•  a  competitive  edge  as  the  former  monopolist  of  some  services;  and 

•  ratepayer  ignorance  about  the  new  telecommunications  marketplace. 

The  strategy  was  institutionalized  and  reinforced  through  training,  rewards  and 
a  corporate  culture  that  drove  sales  representatives  to  make  sales  at  all  costs.  The 
company  defined  each  encounter  with  a  ratepayer  as  a  marketing  opportunity,  no 
matter  how  central  the  transaction  was  to  the  franchise  monopoly  services  it  pro- 
vides. Employees  were  trained  to  manipulate  the  presentation  of  information  in  that 
encounter. 

The  companies  supported  this  aggressive  sales  orientation  with  analytic  tools  to 
target  market  segments  and  with  sales  aids,  such  as  scripts,  to  enable  the  sales  rep- 
resentative to  overcome  consumer  resistance. 

2.  Anti- consumer  impacts 

This  Bell  campaign  to  sell  optional  services  resulted  in  a  number  of  abuses  of' 
ratepayers. 

•  Some  tactics,  such  as  the  sales  script,  violate  Public  Utility  Commission  policy 
on  full  disclosure. 


68  Affidavit  of  Dr.  Mark  N.  Cooper,  op.  cit. 
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•  Other  tactics,  such  as  telling  a  customer  that  the  sales  representative  is  plan- 
ning the  customer's  service  although  he  recommends  the  same  service  to  every- 
one, violate  general  cannons  of  fairness. 

•  Still  other  tactics,  like  telling  ratepayers  that  most  people  subscribe  to  a  service 
when  only  a  few  do,  are  misleading. 

•  Taken  together,  the  strategy  and  tactics  adopted  bv  the  companies  are  so  condu- 
cive to  additional  abuses,  such  as  assigning  people  services  which  they  do  not 
order,  that  the  responsibihty  for  the  abuse  lies  with  the  corporation,  not  Individ-- 
uals. 

All  of  the  above  practices  violate  the  nature  of  the  relationship  between  the 
consumer  as  a  captive  ratepayer  and  the  telephone  company  as  a  franchise  monopo- 
list, but  the  outcome  of  this  sales  campaign  is  not  simply  to  violate  laws  or  prin- 
ciples. It  also  resulted  in  economic  harm  by  fostering  purchases  of  these  commod- 
ities that  far  exceed  spontaneous  expressions  of  consumer  interest.  In  short,  with 
the  franchise  purchase  as  leverage,  the  public  was  pressured,  manipulated  and  de- 
ceived into  overconsuming  these  optional  services. 

3.  Anti-competitive  impacts 

Moreover,  to  the  extent  that  these  services  could  be  competitive,  the  exploitation 
of  the  monopoly  franchise  undermines  the  possibiUty  that  such  competition  could 
grow.  The  franchise  transaction  is  such  a  powerful  marketing  opportunity  as  to  cre- 
ate insurmountable  obstacles  to  competition  when  exploited  as  it  has  been  by  the 
Bell  companies. 

•  The  mere  knowledge  of  the  purchase  and  the  vulnerability  of  the  consumer  at 
the  time  of  piu"chase,  due  to  the  iirgency  of  monopoly,  necessity  transactions, 
are  invaluable  and  irreplaceable  for  marketing  related  services. 

•  Regulatory  policing  of  these  very  private  transactions  takes  years,  if  it  can  ever 
be  effective,  never  results  in  full  restitution  to  the  public,  and  can  do  little,  ex 
post,  to  restore  the  damage  to  competition. 

D.  DISTORTION  OF  THE  MARKET  FOR  CLASS  SERVICES 

In  some  senses,  marketing  abuse  in  the  case  of  CLASS  services  goes  even  deeper. 

1.  Restriction  of  supply 

Caller  ID  became  the  focal  point  of  telephone  company  marketing  of  such  services. 
Very  little  demand  exists  for  Caller  ID.  It  would  fall  on  its  face  if  it  were  not 

•  pushed  by  extremely  extensive  advertising; 

•  supported  by  incremental  pricing  which  lowers  its  costs  far  below  what  they 
should  be;  and 

•  shielded  from  potential  competition  by  monopoly  control  over  the  telephone 
company  switch. 

The  truly  socially  valuable  service — Automatic  Call  Trace — is  not  favored  by  the 
telephone  companies  because  they  cannot  make  much  money  on  it.^s  The  result  has 
been  that  companies  have  consciously  and  systematically  sought  to  kill  Call  Trace 
and  push  Caller  ID. 

•  Some  charge  outrageous  fees  for  Call  Trace; 

•  others  refuse  to  offer  it;  and 

•  none  advertises  it  with  an5rthing  like  the  passion  they  have  for  Caller  ID. 

Survey  evidence  and  actual  experience  show  that  the  demand  for  Caller  ID  is 
meager.  Market  penetrations  of  5  percent  are  projected.  Consumers  are  more  con- 
cerned about  losing  control  over  their  own  telephone  nvmiber  than  they  are  pleased 
about  gaining  control  over  incoming  numbers.  They  are  as  willing  to  pay  to  preserve 
their  privacy  as  to  see  incoming  numbers. 

At  the  same  time,  the  evidence  shows  that  consumers  perceive  Automatic  Call 
Trace  as  an  effective  alternative  to  Caller  ID,  more  effective  in  many  cases.  They 
generally  prefer  it  and  have  few  concerns  about  it. 


89  Call  Trace  enables  customers  to  stop  harassing  calls  by  automatically  making  a  record  of 
a  telephone  call  in  the  telephone  company  central  office.  The  service  does  not  reveal  the  traced 
number  to  the  called  party  (unlike  Caller  ID). 
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2.  Monopoly  control  over  technology 

The  monopoly  position  of  the  local  telephone  company  is  the  key  to  effectuating 
this  abusive  marketing  strategy.  If  the  companies  did  not  have  monopoly  control 
over  the  switch,  intelligent  entrepreneurs  would  quickly  realize  that  the  cost  and 
demand  advantage  lies  in  Call  Trace  and  would  totally  undermine  Caller  ID  in  the 
market.  Control  over  the  switch  enables  the  local  phone  company  to  overprice  Caller 
ID,  product  differentiate  it  from  Call  Trace,  and  undercut  the  cross  elastic  demand 
for  Call  Trace. 

Cost  misallocation  also  plays  a  key  role  in  making  these  services  profitable.  The 
557  technology  has  very  little  impact  on  the  quality  of  plain  old  telephone  service. 
The  primary  Deneficiaries  of  this  new  technology  are  high  speed  data  users  and  con- 
sumers of  new  services.  However,  the  cost  of  deploying  the  technology  is  allocated 
as  a  common  cost,  which  falls  most  heavily  on  basic  service  subscribers. 

As  a  result,  these  new  enhanced  services  do  not  pick  up  their  fair  share  of  fixed 
costs.  Given  this  under- allocation,  the  telephone  companies  can  spend  huge  sums 
advertising  the  services  to  stimulate  demand,  while  still  claiming  that  they  are  prof- 
itable. In  truth,  most  services  which  require  heavy  advertising  expenditures  to  cre- 
ate a  market  are  not  viable.  It  is  the  failure  to  allocate  costs  properly  to  these  serv- 
ices that  enables  them  to  survive. 

3.  Other  examples  of  abuse 

While  the  above  analysis  focused  on  just  some  examples,  the  underlying  problem 
is  even  more  pervasive.  In  Georgia,  for  example,  the  PSC  required  that  the  sale  of 
messaging  services  had  to  be  separated  from  the  sale  of  franchise  services  to  stop 
anti -competitive  practices. 'o 

Similarly,  in  a  number  of  states  telephone  companies  utilize  negative  check-offs 
for  sale  of  services  (i.e.  charging  for  additional  services  unless  consumers  affirma- 
tively tell  the  telephone  company  that  they  do  not  want  the  services).  This  situation 
grossly  distorts  demand,  given  the  monopoly  position  of  the  telephone  company.'^i 

E.  DEMAND  CREATION 

The  fundamental  issue  of  consumer  demand  cannot  be  stressed  enough.  What  do 
large  numbers  of  people  really  want,  what  do  lots  of  them  feel  some  urgent  exigency 
about  having,  and  how  can  they  get  it?  We  stress  urgent  exigency,  because  that  is 
one  good  dictionary  definition  of  a  need.  We  ask  about  large  numbers  of  people,  be- 
cause telecommumcations  policy  should  not  be  based  on  the  idiosyncratic  desites  of 
a  small  minority. 

Having  defined  the  issue  as  strongly  felt  needs  of  lots  of  people,  we  can  conclude 
that  the  telephone  company's  problems  in  the  current  round  of  marketing  its  add- 
on services  is  big  and  simple.  On  the  one  hand,  people  are  not  terribly  interested 
in  what  the  phone  companies  have  to  offer.  On  the  other,  when  people  are  inter- 
ested, good  substitutes  for  telephone  services  cost  a  lot  less.  Put  simply,  most  people 
don't  want  it  very  much,  and  if  they  do,  they  can  get  it  someplace  else. 

The  interesting  thing  is  that  much  of  the  functionality  provided  by  the  add-on  ver- 
tical services  can  be  provided  by  a  plain  old  answering  machine.  It  catches  people 
who  call,  gets  their  number  if  they  really  want  to  be  called  back,  lets  the  consumer 
screen  calls  if  he  or  she  is  at  home.  They  are  not  terribly  expensive  by  most  stand- 
ards— less  than  a  hundred  dollars.  They  are  easy  to  install — they  plug  in  like  any 
telephone.  But  80  percent  of  American  households  don't  have  one,  and  few  among 
those  without  an  answering  machine  express  a  great  desire  to  get  one. 

If  20  percent  is  the  target  population  and  telephone  company  services  have  to 
compete  with  answering  machines,  it  is  easy  to  understand  why  the  market  pene- 
tration for  custom  calling  and  other  add-ons  is  so  small.  After  all,  in  the  first  year, 
two  custom  calling  services  alone  cost  as  much  as  an  answering  machine.  The  tele- 
phone companies  simply  do  not  have  a  commodity  to  sell  at  a  price  that  can  compete 
or  provide  value  that  will  attract  demand. 

The  point  can  be  made  another  way.  The  marginal  out-of-pocket  cost  of  a  local 
call  for  90  percent  of  all  Americans  is  essentially  zero.  Because  they  are  on  flat  rate 
service,  their  bill  does  not  go  up  one  penny  if  they  make  an  additional  call.  They 
still  make  only  about  twenty  minutes  a  day  of  local  calls.  They  devote  less  than  2 
percent  of  their  waking  hours  to  this  use,  even  though  it  imposes  no  direct  cost  on 
them.  There  is  simply  no  greater  value  to  be  extracted. 

If  answering  machines  are  the  low  end  of  service  functionality  that  people  want, 
then  entertainment  is  the  middle  market.  Almost  four  times  as  many  people  have 


•70  Georgia  PSC,  op.  cit. 

7111.3.  West  and  Bell  Atlantic  (Wall  Street  Journal,  April  11,  1990). 
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a  VCR  as  have  an  answering  machine.  VCRs  cost  three  or  four  times  as  much  as 
answering  machines,  but  they  appear  to  deliver  a  lot  more  value.  Three  times  as 
many  people  have  cable  TV.  More  people  have  a  camcorder  than  subscribe  to  any 
of  the  add-on  telephone  services  mentioned  above;  the  target  market  for  camcorders 
looks  to  be  about  twice  as  large  as  the  target  market  for  answering  machines.  This 
is  where  perceived  value  lies. 

The  problem  for  the  telephone  companies  is  that  the  entertainment  industry  is 
deeply  entrenched.  The  VCR  is  fully  mature  and  coming  down  in  price.  If  consumers 
don  t  want  to  rent  tapes,  most  have  access  to  cable  TV,  and  cable  is  becoming  more" 
sophisticated  in  its  ability  to  deliver  services. 

The  potential  high-end  market  is  information  age  services.  Here  the  telephone 
companies  have  another  problem.  If  you  ask  people  what  they  really  want,  as  a  re- 
cent Wall  Street  Journal  poll  did,  you  will  find  that  they  really  want  home  comput- 
ers. Almost  as  many  homes  already  have  computers  as  have  answering  machines. 
That  number  would  double  if  those  who  really  want  a  computer  purchase  one  in  the 
near  future. 

Today,  consuniers  can  get  the  high  quaUty  of  PCs  and  a  lot  more.  They  can  take 
a  huge  array  of  information  age  services  from  many  sources.  They  can  hang  on  the 
phone  all  day  for  a  flat  fee  or  buy  services  one  by  one.  They  can  shop  from  thou- 
sands of  vendors,  fax  things  around,  leave  messages,  play  games.  People  pay  for 
what  they  want  and  value.  As  Table  6  on  the  following  page  shows,  it  is  ^fficult 
to  find  a  need  for  the  services  that  the  extravagant  network  is  uniquely  suited  to 
provide. 

If  information  age  services  prove  to  be  valuable,  consumers  will  buy  them,  too, 
but  the  potential  penetration  rates  may  be  20  percent,  like  the  answering  machine, 
not  80  percent  like  the  VCR. 

From  this  perspective,  it  is  fundaunentally  important  not  to  force  the  information 
age.  That  is  not  the  way  we  moved  into  the  telephone  age — it  took  twenty  years  for 
telephone  penetration  to  go  from  1  percent  to  35  percent  and  almost  forty  years  for 
it  to  go  from  35  to  60  percent.  The  penetration  rate  for  the  television  went  from 
virtually  zero  to  80  percent  in  a  decaae,  as  did  the  VCR.  When  price  and  value  dic- 
tate, market  penetration  will  explode. 

The  fundamental  problem  became  clear  in  the  Tennessee  study. 

The  challenge  before  the  telephone  companies  is  how  to  manage  the  in- 
troduction of  new  technology  so  as  to  provide  the  best  value  to  their  cus- 
tomers. They  must  find  the  right  balance  between  depriving  their  cus- 
tomers of  desirable  new  service  opportunities  and  burdening  them  with 
costs  for  services  which  they  do  not  need  and  do  not  wish  to  pay  for. 

A  recent  Rand  report  doubted  the  viability  of  switched  video  services,  which  rou- 
tinely form  the  core  of  projected  "new"  services  that  could  be  provided  over  the  ex- 
travagant network. 

We  conclude  that  the  market  for  switched  video  services  is  severely  lim- 
ited because  of  its  high  cost  combined  with  competition  from  services  al- 
ready available  on  cable  and  video  cassette  recorders  *  *  ♦  That  adding 
switched  video  services  would  not  cover  the  additional  cost  is  suggested  by 
the  fact  that  our  cost  estimates  for  switched  video  exceed  the  total — some 
$300  annually — that  subscribers  on  average  for  all  cable  television  serv- 
ices.^2 

There  is  a  lack  of  enthusiasm  for  ISDN  as  defined  by  the  Bell  companies  and 
growing  evidence  that  the  demand  for  these  services  and  the  telephone  compan/s 
ability  to  capture  that  demand  are  both  limited.  73  There  is  growing  evidence  that 
the  need  and  desire  of  telephone  companies  to  create  and  capture  demand  is  lim- 
ited.'74 


■^zL.L.  Johnson  and  D.P.  Reed,  Residential  Broadband  Services  by  Telephone  Companies? 
(Santa  Monica,  Cal:  Rand,  June  1990),  p.  vi. 

'3  See,  for  example,  J.N.  Budwey,  "ISDN  Progress  in  the  USA,"  Telecommunications,  March 
1990. 

74  M.  Luczak,  'Tapping  the  Hidden  Savings  in  Virtual  Networks,"  Telecommunications,  March 
1991;  H.  Gunn,  "A  Case  for  Private  ISDN,"  Telecommunications,  May  1990;  S.  Kropper,  Virtual 
and  Hybrid  Networks,  International  Data  Corporation,  October  1989;  J.S.  Kraemer,  Competitive 
Assessment  of  the  Market  for  Alternative  Local  Transport,  Deloitte  &  Touche  Telecommuni- 
cations Industry  Program,  1991-  R.  Kozak,  "Alternative  Local  Access  Via  Fiber,"  Telecommuni- 
cations, July  1990;  J.  Carlini,  ''RBOCs  Should  Stop  Selling  ISDN  as  a  'Universal  Solution'", 
Telecommunications,  March  1990;  M.  Rapaport,  "Computer  Conferencing  in  the  Corporate  Envi- 
ronment: Will  it  Succeed?",  Telecommunications,  May  1991;  J.  Carlini,  "What  Ever  Happened 
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TABLE  6.— THE  ABSENCE  OF  DEMAND  FOR  INTELLIGENT  NETWORK  SERVICES  i 


Business  user  market 


Residential  user  market 


Large  business  users  and  educational  institutions  are  so- 
phisticated network  facilities  users  wtio  value  tele- 
communications as  a  strategic  resource. 

For  the  immediate  future,  large  business  users  are  generally 
more  interested  in  quality  improvements  and  reliability 
than  in  functionality  enhancements. 

Next  to  transmission  quality  and  reliability,  service  assur- 
ance is  the  most  compelling  current  issue  among  many 
large  business  users. 

Many  large  business  users  will  rely  on  customer  premises 
equipment  (CPE)  for  much  of  the  enhanced  functionality 
needed  for  the  next  2  to  4  years. 

Large  manufacturing  companies  generally  face  no  unique 
telecommunications  problems  or  shortcomings  from  being 
in  a  rural  area. 

Most  users  see  no  immediate  application  for  Intelligent  Net- 
work capabilities  at  the  local-exchange  level. 

A  small  number  of  large  users  and  some  professional  serv- 
ices firms  express  an  active  interest  in  ISDN. 

Several  users  expressed  an  interest  in  switched  video  and 
image  transfer  capabilities. 


The  existing  POTS  technology-level  in  the  PSN  (Public 
Switched  Network)  already  exhibits  a  high  degree  of 
functionality,  and  currently  can  support  the  development 
or  deployment  of  a  number  of  new  applications. 

Aside  from  direct-access  arrangements  to  reach 
interexchange  carrier  Point-of-Presence  (POPs),  the  most 
prominent  substitution  service  (bypass)  to  the  PSN  among 
business  users  is  satellite  carrier  service. 

The  application  planning  horizon  among  large  business 
users  is  generally  only  2  to  5  years,  but  they  are  well 
aware  of  new  communications  network  technologies. 


The  breadth  of  demand  potential  for  residential  electronic 
information  service  remains  small  and  ill-defined  after  a 
decade  of  active  market  development  efforts  by  vendors. 

Consumers  presently  perceive  the  services  and  the  terminals 
as  entertainment  novelties,  not  as  potential  value-adding 
service  platforms. 

Some  recent  videotext  offerings,  nonetheless  offer  potentially 
valuable  models  for  discovering  possible  community  serv- 
ices utility. 

Lack  of  terminal  equipment  continues  to  be  an  important 
pacing  constraint  in  market  trial  and  acceptance  ot 
videotext  services. 

Residential  videotext  users  exhibit  extreme  price  sensitivity. 


Home  control  and  automation  market  can  be  served  via  ex- 
isting network  technology. 

Residential  broadband  network  access  (fiber  to  the  home) 
will  be  entertainment-driven. 

The  competitive  dynamic  between  the  cable  TV  franchise 
and  the  PSN  could  potentially  be  a  catalyst  for  video  ap- 
plication and  market  development. 


•  SOURCE:  Telecommunications  Tectinology  Deployment  and  Analysis  Master  Plan  Development  for  the  Tennessee  Public  Sen/ice  Commission, 
July  1,  1990,  Volume  I,  Chapter  II,  highlighted  research  finding  for  Business  User  Market  and  Residential  User  Market 

The  telephone  companies  are  placed  in  the  position  of  "deciding"  what  the  public 
will  be  denied  and  have  access  to.  At  the  same  time,  scant  evidence  exists  to  indi- 
cate that  consumers  are  being  "denied"  anything  of  value.  For  example,  consider  the 
following  Table  which  presents  the  major  findings  of  the  consumer  needs  assess- 
ment for  the  two  major  categories  of  consumers,  Dusiness  and  residential,  that  ac- 
count for  virtually  all  of  telephone  company  revenue.  One  simply  cannot  find  any 
significant  needs  to  justify  the  deployment  of  extravagant  technology.  Recognizing 
this,  the  Tennessee  report  can  only  offer  the  hope  that  once  the  technology  is  de- 
ployed, the  demand  will  emerge. 

Therefore,  ubiquitous  capability  for  new  services  will  need  to  be  made 
available  without  concrete  market  signals,  with  the  expectation  that  the 
services  will  evolve  as  the  infrastructure  is  put  in  place. 

Thus  on  the  basis  of  an  "expectation  that  the  services  will  evolve  as  the  infra- 
structure is  put  in  place"  and  that  cost  reductions  will  develop  at  an  "as-yet  unspec- 


to  Intelligent  Building?",  Telecommunications,  February  1990;  B.M.  Fax,  "Intelligent  Buildings", 
IEEE  Communications  Magazine,  April  1991. 


281 

ified"  date  when  some  unknown  critical  mass  materializes,  the  report;  recommends 
raising  the  revenue  requirement  by  approximately  $1.2  billion.  In  Tennessee,  that 
is  a  $1.2  billion  gamble  for  the  next  ten  years.  (FuU  deployment  would  cost  at  least 
$9  billion.)  Nationwide,  the  cost  would  be  well  over  $400  billion.  That  is  simply  a 
price  the  American  people  cannot  afford. 

rv.  POLICY  IMPLICATIONS 

Without  legislation  that  prevents  the  Bell  companies  from  abusing  their  local  mo- 
nopolies and  limits  their  ability  to  undermine  competition  consumer  will  face  in- 
flated local  phone  rates  and  expanding  information  monopolies.  This  prediction  is 
based  on  the  Bell  companies'  track  record  over  the  past  eight  years. 

As  they  expanded  into  competitive  businesses  outside  their  local  telephone  monop- 
olies the  RBOCs  have  consistently  attempted  to  circumvent  the  anti-discrimination 
and  ratepayer-protection  goals  underlying  the  MFJ  restrictions.  Bell  company  reor- 
ganization into  a  virtually  unregulable  holding  company  structure,  violations  of  the 
MFJ  restrictions,  discrimination  against  potential  competitors,  rate  increase  re- 
quests, misallocation  of  costs  and  profits,  goldplating,  marketing  abuses,  repricing 
proposals  and  deregulation  efforts  demonstrate  a  desire  to  raise  the  price  of  monop- 
oly, local  phone  service  and  enter  more  competitive  markets  without  adequate  regu- 
latory oversight. 

While  the  MFJ  restrictions  and  occasional  regulatory  intervention  have  prevented 
substantial  erosion  of  consumer  protection,  aggressive  Bell  company  market  strate- 
gies have  led  to  repeated  consumer  losses  over  the  last  seven  years.  Following  the 
stable  50-year  pre-divestihire  era,  during  which  local  residential  rates  declined  60 
percent  and  overall  residential  bills  fell  64  percent  (factoring  out  inflation), 75  con- 
sumers were  iolted  by  the  new  business  practices  of  the  divested  Bell  Operating 
Companies.  Tne  Bell  companies  aggressively  have  taken  advantage  of  their  IoceQ 
monopoly  business  to  enhance  their  options  in  the  more  competitive  markets  they 
seek  to  enter. 

In  the  first  eight  years  of  the  post-divestiture  era,  restrained  by  the  MFJ  restric- 
tions, the  Bells  nave  had  restricted  incentive  to  harm  the  large  majority  of  service 
providers.  However,  even  under  these  circumstances,  a  pervasive  pattern  of  abuses 
developed. 

With  the  consumer  benefits  of  the  MFJ  jeopardized  by  Judge  Greene's  ruling,  pol- 
icy makers  must  reaffirm  the  antitrust  principles  that  led  to  the  consent  decree. 
Legislation,  like  H.R.  3515  and  S.  2112,  which  would  prevent  the  Bell  companies 
from  abusing  their  local  monopoly  status  and  limit  the  Bells'  ability  to  undermine 
competition  in  the  information  market,  is  essential  to  protect  consumers  from  local 
phone  rate  hikes  and  expanding  telephone  monopolies.  As  long  as  local  phone  serv- 
ice remains  a  monopoly,  the  Bell  companies  should  not  control  the  content  of  infor- 
mation that  depends  upon  their  networks  to  reach  consumers.  Legislators  and  regu- 
lators must  redouble  their  efforts  to  protect  competitors,  consumers  and  ratepayers 
from  the  dangerous  monopoly  power  tnat  the  Bell  companies  possess. 


''s  Bureau  of  Labor  Statistics,  Consumer  Price  Index;  see  also  G.  Kimmelman  and  M.N.  Coo- 
per, Divestiture  Plus  Five,  (Washington,  DC:  Consumer  Federation  of  America,  December  1988). 
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COMMENTS  OF  THE  CONSUMER  FEDERATION  OF  AMERICA 

(Dr.  Mark  N.  Cooper,  Research  Director,  Gene  Kimmelman,  Legislative  Director,  and 

Bradley  Stillman,  Legislative  Counsel) 

In  the  Matter  of 

Implementation  of  the  Cable  Television  Consumer  Protection 

AND  Competition  Act  of  1992 

Rate  Regulation — MM  Docket  No.  92-266 


Part  1. — Background 

/. — Overview 

The  Consxxmer  Federation  of  America  (CFA)  i  hereby  submits  these  comments  in 
response  to  the  above-referenced  Notice  of  Proposed  Rulemaking  on  cable  rate  regu- 
lation ("Notice").  CFA  and  its  members  played  an  active  role  in  promoting  passage 
of  "the  Cable  Television  Consumer  Protection  and  Competition  Act  of  1992"  ("the 
1992  Cable  Act")  and  have  a  direct  interest  in  the  rules  implementing  the  1992 
Cable  Act  which  affect  subscription  rates,  leasing  and  monthly  prices  for  all  aspects 
of  cable  television  service. 

The  Notice  indicates  that  the  Commission  is,  at  best,  confused  by,  or  at  worst, 
hostile  to  Congress'  regulatory  directives  in  the  1992  Cable  Act.  The  Notice  misses 
the  mark  in  describing  the  Act's  rate  regulation  provisions  and  relevant  legislative 
history  and  thereby  raises  numerous  questions  and  issues  that  are  inconsistent  with 
or  irrelevant  to  the  Commission's  regulatory  task.  Since  the  1992  Cable  Act  is  in 
part  a  clear  rejection  of  the  Commission's  past  regulatory  actions,^  it  is  essential 
that  the  Commission  be  extremely  careful  not  to  substitute  its  own  judgment  for 
that  of  Congress  in  implementing  the  Act. 

In  Section  II  of  these  comments,  CFA  will  describe  how  the  Act  reflects  Congress' 
clear  intent  to  reduce  rates  for  basic  cable  and  cable  programming  services  to  com- 
petitive market  levels,  in  order  to  orotect  consumers  from  cable  operators  that  exer- 
cise undue  market  power.  This  Congressional  mandate  is  harmonized  with  Con- 
gress' goal  of  promoting  the  economically  justified  expansion  of  cable  channel  capac- 
ity and  programming. 

Section  III  of  CFA's  comments  reviews  the  economic  djTiamics  of  the  cable  indus- 
try. At  the  same  time  that  Congress  expressed  its  deep  concern  about  monopolistic 
abuses  in  the  industry,  it  also  recognized  the  public  interest  in  having  a  techno- 
logically dynamic  and  economically  healthy  cable  industry.  Therefore,  as  regulation 
is  imposed  on  the  industry,  it  is  important  to  understand  the  mechanisms  for  its 
progress  so  that  regulation  does  not  unnecessarily  retard  the  industry.  Section  III 
also  reviews  the  qualitative  evidence  on  the  nature  of  the  market  power  problem 
in  the  industry,  fnis  involves  a  review  of  the  market  structural  characteristics  of 
the  cable  industry  which  lead  to  and  sustain  the  abuse  of  meirket  power,  the  prob- 
lem that  Congress  sought  to  address  in  the  Act.  The  detail  is  necessary  because  of 
the  apparent  hesitancy  of  the  FCC  to  accept  Confess'  view  of  the  problem. 

Section  rV  of  CFA's  comments  reviews  the  evidence  which  demonstrates  that  to- 
day's cable  rates  are  vastly  inflated  above  the  competitive  market  levels  that  the 
1992  Cable  Act  seeks  to  achieve.  Confess  clearly  described  the  nature  and  mag- 
nitude of  rate  increases,  anti-competitive  behavior,  and  anti-consumer  practices  of 
the  cable  industry  which  led  to  passage  of  the  Act.  This  Section  presents  quan- 
titative information  on  the  magnitude  of  the  problem.  This  information,  supported 
by  market  data,  leads  to  CFA's  conclusion  that  the  Commission  must  devise  a  regu- 
latory formula  which  brings  basic  and  cable  programming  service  rates  down  to 
competitive  market  levels. 

Wnile  Congress  left  cable  operators  great  latitude  in  the  formatting  and  position- 
ing of  programming,  as  described  in  Section  V,  it  established  explicit  criteria  for  lim- 
iting prices  to  a  reasonable  (or  not  unreasonable)  level  for  basic  and  cable  program- 


1  CFA  is  a  federation  of  240  pro-consumer  organizations  with  some  50  million  individual  mem- 
bers. Since  1968,  it  has  sought  to  represent  the  consiuner  interest  before  federal  and  state  pol- 
icymaking and  regulatory  bodies. 

2  See  Report  of  the  Committee  on  Energy  and  Commerce  to  Accompany  H.R.  4850  ("House 
Report"),  102nd  Congress,  2nd  Session,  Report  102-628  at  33-34,  and  Report  of  the  Senate 
Committee  on  Commerce,  Science,  and  Transportation  on  S.  12  ("Senate  Report"),  102nd  Con- 
gress, 1st  Session,  Report  102-92  at  8-12. 
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ming  services  not  subject  to  effective  competition.  With  the  most  popular  cable  pro- 
gramming generally  available  in  a  "basic"  tier,  Congress  mandated  cost-based  price 
limitations  designed  to  eliminate  monopoly  rents. 

However,  aware  that  some  cable  operators  have  (and  others  could)  move  popular 
cable  programming  to  another  tier,  Congress  created  a  complaint  process  that  en- 
ables individuals  to  trigger  rate  reductions  for  other-than-basic-tiers  ("cable  pro- 
gramming service")  where  the  Commission  finds  that  such  rates  are  unreasonable. 
In  addition,  Congress  gave  the  Commission  residual  authority  to  prevent  "evasions", 
specifically  noting  that  cable  operators  who  exercise  their  latitude  under  the  Act  to 
retier  programming  should  not  be  allowed  to  harm  consumers  by  raising  prices 
when  they  shift  programming  from  a  basic  tier  to  another  tier. 

Based  on  our  understanding  of  Congress'  intent,  the  cable  industry's  record  of 
massive  marketplace  abuse  in  the  unregulated  environment,  and  the  nature  of  tech- 
nological and  economic  mechanisms  within  the  industry,  CFA  has  crafted  an  effec- 
tive set  of  regulations  to  implement  the  1992  Act's  rate  provisions.  These  are  pre- 
sented in  Section  VI  of  our  comments. 

CFA's  regulatory  proposal  is  responsive  to  many  of  the  specific  issues  on  which 
the  Commission  sought  comment.  However,  Section  VII  of  our  comments  goes 
through  a  number  of  the  more  important  questions  raised  by  the  Commission  and 
responds  to  them  directly,  consistent  with  our  analysis  of  the  law  and  legislative 
history  contained  in  Sections  II  and  V,  as  well  as  the  economic  analysis  of  the  indus- 
try contained  in  Sections  III  and  FV. 

11.— The  Goals  of  the  Act 

A.  LEGISLATIVE  INTENT:  COMBINING  THE  HOUSE  AND  SENATE  PROVISIONS 

To  understand  the  goals  and  purposes  of  the  rate  regulation  provisions  of  the 
1992  Cable  Act,  it  is  essential  to  review  the  precise  revisions  and  explanations  for 
changes  made  by  the  Committee  of  Conference  ("Conference  Report")  3  in  combining 
S.  12,  the  "Cable  Television  Consumer  Protection  Act  of  1992"  ("Senate  bill")  with 
H.R.  4850,  the  "  Cable  Television  Consumer  Protection  and  Competition  Act  of 
1992"  ("House  bill").  The  Conference  Report  reflects  a  compromise  that  adopts  most 
of  the  House  bill's  procedures  and  mechanisms  for  regulation,  combined  with  some 
of  the  Senate  bill's  tougher  regulatory  principles,  to  achieve  a  unified  regulatory  sys- 
tem. 

After  combining  most  of  the  "findings"  ^  in  the  House  and  Senate  bills,  the  Con- 
ference Report  adopts  the  Senate  bills  "statement  of  pohcy''^  and  then  creates  a 
new  rate  regulation  provision  by  modifying  key  features  of  both  bills. s  Working  from 
the  House  bill's  language  and  format,  the  Conference  Report  adopts  the  Senate  bill's 
basic  rate  regulation  standard  ("*  *  *  the  Commission  shall,  by  regulation,  ensure 
that  the  rates  for  the  basic  service  tier  are  reasonable,") '  and  then  creates  a  clear 
standard  by  which  to  measure  what  is  reasonable:  regulated  basic  rates  shadl  not 
exceed  competitive  market  prices  ("  ♦  *  *  the  goal  of  such  regulations  is  to  protect 
subscribers  of  any  cable  system  that  is  not  subject  to  effective  competition  from 
rates  that  exceed  the  rates  that  would  be  charged  if  such  cable  system  were  subject 
to  effective  competition.")  s 

While  granting  the  Commission  flexibility  to  choose  "the  best  method"  of  ensuring 
reasonable  rates,  the  Conference  Report  tightens  the  House  language  describing  fac- 
tors the  Commission  "shall  take  into  account"  in  prescribing  regulations.  See 
§  623(b)(2)(C). 9  In  general,  the  Conference  Report's  modifications  to  the  House  "fac- 
tors" involve  precise  limitations  or  the  various  types  of  costs  that  may  be  allocated 
to  the  regulated  basic  tier  to  ensure  that  "*  ♦  ♦  the  rates  for  basic  cable  service 
[are]  as  low  as  possible,"  and  "  *  *  *  [t]he  regulated  basic  tier  must  not  be  permitted 


3  Conference  Report  to  Accompany  S.  12,  "Cable  Television  Consximer  Protection  and  Competi- 
tion Act  of  1992,"  102nd  Congress,  2nd  Session,  Report  102-862. 

''Conference  Report  at  55. 

5  Conference  Report  at  58. 

8  Conference  Report  at  62-66. 

■'Conference  Report  at  62. 

8  It  is  important  to  note  that,  since  this  regulatory  standard  did  not  emanate  from  the  House 
bill,  the  House  Committee  Report's  description  of  which  cable  operators  should  be  regulated  and 
which  regulatory  tools  should  be  used,  does  not  describe  either  the  Conference  Committee's 
views  or  overall  legislative  intent  of  the  Congress.  See  House  Committee  Report  at  79-84.  We 
also  note  that  the  Senate  did  not  agree  with  the  House's  characterization  of  the  degree  or  type 
of  regulation  the  Commission  must  apply.  See  Senate  Committee  Report  at  8-12,  18-19. 

8  See  also  Conference  Report  at  62. 
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to  serve  as  the  base  that  allows  for  marginal  pricing  of  unregulated  services."  lo 
Therefore,  the  Commission's  basic  rate  regulation  scheme  shall  "*  *  ♦  ensure  that 
joint  and  common  costs  are  recovered  in  tne  rates  of  all  cable  services,  not  only  in 
the  rates  for  basic  cable  service,"  and  "  *  *  ♦  the  direct  costs  of  providing  non-basic 
cable  services  are  not  considered  joint  and  common  costs  and  are  not  recovered  in 
the  rates  charged  for  basic  cable  service."  n 

The  Conference  Report  includes  a  number  of  other  modifications  to  the  House  lan- 
guage specifically  designed  to  "  *  *  *  keep  the  rates  for  basic  cable  service  low."  12 
By  limiting  the  portion  of  franchise  fees,  taxes  and  other  charges  imposed  by  state 
and  local  authorities  on  cable  operators  that  may  be  recovered  through  basic  cable 
rates,  and  accounting  for  advertising  revenue  and  any  other  consideration  obtmned 
by  a  cable  operator  in  connection  with  the  basic  service  tier,  the  Conference  Report 
again  limits  a  cable  operator's  ability  to  load  costs  on  basic  cable  subscribers,  or  pre- 
vents cable  operators  from  concealing  revenues  that  should  be  applied  to  reduce 
basic  cable  rates.  i3 

The  Conference  Report  modifies  the  House  bill's  "reasonable  profit"  provision  to 
"  *  *  ♦  protect  the  interests  of  consumers  of  basic  cable  service"  by  allowing  Commis- 
sion consideration  of  profitability  of  all  non-basic  cable  services  in  estaolishing  a 
reasonable  profit  for  basic  cable  service,  i^  This  modification  allows  the  Commission 
"  *  *  *  to  protect  the  interests  of  the  consumers  of  basic  cable  service"  by  reducing 
the  allowable  profit  on  basic  cable  rates  based  on  the  profitability  of  other  cable 
services. 

After  describing  the  portion  of  costs  and  profits  that  the  Commission  shall  con- 
sider in  establishing  reasonable  basic  cable  rates,  and  separating  the  direct  costs, 
joint  and  common  costs  and  profits  that  the  Commission  shall  assign  to  non-regu- 
lated (per-channel  or  pay-per-view)  services,  the  Conference  Report  modifies  the 
House  Dill's  complaint  procedure  for  the  Commission  to  determine  whether  rates  for 
the  remaining  cable  services  (i.e.,  "cable  programming  service")  are  unreasonable. 
It  is  important  to  note  that  cable  operators  may  continue  to  offer  "cable  program- 
ming service"  in  the  basic  tier,  as  tney  traditionally  have  done,  and  thereby  avoid 
the  possibility  of  complaints  being  filed  against  them  (i.e.,  the  Commission  would 
automatically  establisn  a  "reasonable"  price  for  "cable  programming  service"  in- 
cluded in  the  basic  tier). 

The  Conference  Report  expands  standing  to  file  a  rate  complaint  to  include  cable 
subscribers,  and  reduces  the  content  of  the  filing  to  a  "  *  *  *  minimum  showing," 
rather  than  the  House  and  Senate  bills  requirement  that  a  complaint  demonstrate 
a  "prima  facie  case."  i^  Significantly,  the  Conference  Report  rejects  the  Senate  bill's 
requirement  that  complaints  may  only  be  filed  after  a  rate  increase,  is  Instead,  the 
Conference  Report  adopts  the  House  bill's  provision  allowing  180  days  after  basic 
rate  regulation  takes  effect  to  file  complaints  against  existing  rates  for  cable  pro- 
gramming service.  See  §  623(c)(3). 

Rather  than  dictate  to  cable  operators  how  to  package  non-broadcast  program- 
ming, or  require  automatic  federal  regulation  of  all  cable  programming,  the  Con- 
ference Report  modifies  the  House  bill's  "evasions"  provisions  "  *  *  *  to  protect  con- 
sumers from  being  harmed."  i''  Despite  finding  previous  Commission  regulation  in- 
adequate because  cable  operators  retiered  their  services  to  avoid  regulation, ^^  and 
afl;er  expressing  concern  about  the  rate  increases  such  retiering  mav  entail, ^^  the 
Conference  Report  neither  bans  all  retiering  nor  automatically  regulates  all  forms 
of  cable  service.  Instead,  the  Conference  Report  gives  the  Commission  broad  resid- 
ual authority  to  "prevent  evasions,"  and  also  requires  the  Commission  to  devise  reg- 
ulations "*  *  *  to  prevent  evasions,  including  evasions  that  result  from  retiering, 
*  *  *"  See  §  623(h). 

By  isolating  "retiering"  as  a  matter  requiring  particular  Commission  regulatory 
procedures,  the  Conference  Report  expresses  clear  Congressional  intent:  "The  con- 
ferees are  concerned  that  such  retiering  may  result  in  the  evasion  of  the  Commis- 


10  Conference  Report  at  63.  Note  that  the  reference  to  "marginal  pricing"  was  taken  verbatim 
from  the  House  Committee  Report,  indicating  that  the  Conference  Committee  did  not  view  tiie 
Committee  Report  as  definitive  legislative  history  on  the  rate  regulation  section  of  the  Act.  See 
House  Committee  Report  at  83. 

11  Conference  Report  at  63. 

12  Conference  Report  at  63. 

13  Conference  Report  at  63. 
i-*  Conference  Report  at  63. 

15  Conference  Report  at  64. 

16  Senate  Committee  Report  at  74-75. 
I''  Conference  Report  at  65. 

18  Senate  Committee  Report  at  8-12,  19-20. 

19  Conference  Report  at  65. 
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sion's  regulations  to  enforce  the  bill.  The  conferees  expect  the  Commission  to  adopt 
procedures  to  protect  consumers  from  being  harmed  by  any  such  evasions."  [empha- 
sis added]  20  Without  dictating  how  to  format  and  package  non-broadcast  program- 
ming, the  Conference  Report  requires  the  Commission  to  prescribe  regulations  that 
prevent  cable  operators  from  charging  unreasonable  rates  for  any  cable  services.21 
However,  the  Conference  Report  allows  cable  operators  to  avoid  "complaint"  and 
"evasions"  regulatory  proceedings  by  continuing  to  offer  a  large  basic  tier  priced  at 
a  competitive  market  (i.e.,  reasonable)  rate. 

A  clear  set  of  regulatory  principles  that  should  guide  the  Commission  is  evident 
when  the  Conference  Report's  combination  of  House  and  Senate  rate  provisions  is 
viewed  in  the  broader  context  of  the  1992  Cable  Act.  Congress  called  for  a  system 
of  rate  regulation  designed  to  approximate  competitive  market  prices  until  other 
measures  designed  to  promote  competition  yield  a  fully  competitive  market. 

The  remainder  of  this  section  outUnes  the  goals  of  the  rate  regulatory  approach 
embodied  in  the  Act.  As  Table  II- 1  shows.  Congress  took  a  very  broad  view  of  regu- 
lation of  the  industry  and  set  down  a  comprehensive  scheme  of  regulation  when  it 
combined  the  House  and  Senate  bills  to  create  the  1992  Cable  Act. 

Table  II- 1 

OVERVIEW  OF  RATE  REGULATION  IN  THE  CABLE  TELEVISION  CONSUMER  PROTECTION 

AND  COMPETITION  ACT  OF  1992 

Overall  goals  of  rate  regulation 

•  Competitive  market  outcome; 

•  protection  from  undue  market  power  and  excess  rates; 

•  expansion  where  economically  justified. 

Constraints  on  rates  that  cut  across  categories  of  service 

•  Joint  and  common  cost  allocation; 

•  reasonable  profitability; 

•  preclusion  of  evasion  through  retiering. 

Details  of  rate  regulation  applied  to  three  service  categories  (basic  services,  cable  pro- 
gramming services,  per-channel  I  program) 

•  Specific  rate  standard; 

•  rates  on  systems  subject  to  competition; 

•  advertising  and  other  revenue; 

•  joint  and  common  cost  allocations  rules; 

•  direct  costs; 

•  profit; 

•  rate  comparisons; 

•  other  factors. 

B.  THE  OBJECTIVES  OF  REGULATION 

1.  Protection  of  subscribers 

The  primary  goals  of  the  1992  Cable  Act  are  crystal  clear.  After  finding  consider- 
able monopolistic  abuse  in  the  cable  television  market.  Congress  sought  to  protect 
consumers  from  undue  market  power  and  promote  fiill  competition.  The  Commis- 
sion's obligation  under  the  statue  are  clear.  Above  all,  the  Commission  must  protect 
cable  subscribers  from  prices  which  exceed  those  that  would  prevail  in  effectively 
competitive  markets.  See  §  2(b)  and  §  623  (a)  and  (b). 

The  Commission  cannot  leave  cable  subscribers  paying  more  than  competitive 
market  prices.  The  Commission  must,  therefore,  roll  rates  back  to  those  levels.  Fail- 


20  Conference  Report  at  65. 

21  The  Conference  Report  reflects  both  House  and  Senate  presumptions  that  cable  services  of- 
fered on  a  per-channel  or  pay-per-view  basis  are  subject  to  some  competitive  market  forces  and 
thus  need  not  be  regulated.  See  House  Committee  Report  at  90;  Senate  Committee  Report  at 
20. 
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ure  to  do  so  would  deny  subscribers  protection  from  the  exercise  of  undue  market 
power,  the  most  clearly  stated  goal  of  the  law. 

This  obligation  to  protect  subscribers  is  parsimount.  In  crafting  regulations,  the 
Commission  must  consider  a  number  of  factors,  but  those  factors  cannot  dilute  the 
obligation  of  the  Commission  to  protect  subscribers. 

2.  The  competitive  market  model 

The  Act  shows  that  Congress  would  prefer  a  competitive  cable  market  solution 
and  has  instituted  a  number  of  poUcies  to  stimulate  competition.  In  the  absence  of 
competition,  however,  the  Act  specifies  that  regulation  is  necessary.  In  order  to  best 
achieve  its  obligation,  the  Commission  should  craft  a  regulatory  scheme  that  ap- 
proximates the  competitive  market  outcome  as  closely  as  possible. 

With  respect  to  prices,  this  outcome  is  well  known.  The  competitive  market  en- 
sures that  consumers  receive  all  goods  and  services  at  cost.  That  cost  would  include 
a  reasonable,  or  normal  profit.  In  the  economic  literature  reasonable  profits  exclude 
excess,  monopoly  or  economic  profits.  Furthermore,  in  a  competitive  market,  suppli- 
ers would  be  constantly  compelled  to  provide  more  channels  and  to  upgrade  their 
service  as  new  technology  permits,  at  a  cost  without  excess  profits.  If  they  fail  to 
do  so — if  they  fail  to  innovate  as  others  do  or  try  to  charge  prices  in  excess  of  costs — 
they  risk  losing  market  share  and  ultimately  would  be  put  out  of  business  by  more 
efficient  suppliers  who  offer  better  service  at  lower  prices. 

3.  Specification  of  the  goals 

This  view  of  the  Act's  overarching  goals  emanates  from  the  goals  section  (§  2(b)), 
the  regulation  section  (§623),  and  the  Conference  Report's  description  of  legislative 
intent  (see  §  II  A,  supra). 

First,  in  the  Act's  goals  section  Congress  stated: 

•  A  preference  for  a  market  solution; 

•  recognized  that  cable  expansion  should  occur  only  where  economically  justified; 
and 

•  mandated  consumer  protection  where  competition  is  lacking  to  reduce  market 
power. 

These  goals  embody  the  essence  of  the  competitive  market  outcome.  Economic  jus- 
tification for  expansion  in  the  competitive  market  embodies  technological  progress, 
but  that  progress  only  comes  about  where  the  industry  can  attract  resources  in  a 
competitive  marketplace  to  implement  the  technology. 

Provision  of  service  in  a  competitive  market  entails  relentless  pressure  to  improve 
service  and  lower  price  to  prevent  loss  of  business.  In  a  competitive  system  rates 
would  be  set  at  cost.  The  ideal  regulatory  scheme  would  deUver  all  cable  channels 
at  cost.  In  a  technologically  dynamic  industry,  costs  would  be  falUng  and  quality 
would  be  rising.  Prices  would  be  falUng  and  service  improving. 

Second,  in  the  Act's  regulation  provisions,  Congress  restated  the  importance  of 
achieving  a  competitive  market  outcome.  To  meet  this  objective.  Congress  laid  out 
the  elements  of  a  cost-based  regime  of  regulation  which  not  only  identified  the  cat- 
egories of  cost,  but  also  soiu-ces  of  revenue  that  shoxild  be  taken  into  account,  and 
the  allocation  principles  that  the  Commission  shovild  apply  (see  §  623  (a)-(c)). 

Above  all,  when  the  profits  of  cable  companies  are  considered,  they  must  only  be 
reasonable.  Reasonable  profits  cannot  include  monopoly  profits  (or  economic  profits). 
(See§623(b)(2)(c)(vii).) 

Third,  the  Conference  Report  reiterates  this  view  of  industry  regulation  with  con- 
siderable force.  It  brings  the  elements  of  regulation  together  in  a  powerful  structxxre 
to  protect  subscribers  from  abuse. 

As  described  in  Section  II  A,  supra,  the  Conference  stressed  that  joint  and  com- 
mon costs  would  be  recovered  in  rates  for  all  services.  In  order  to  protect  consumers, 
it  allowed  the  profitability  of  individual  services  and  the  overall  rate  of  profit  to  be 
considered  to  ensure  that  only  reasonable  rates  were  charged  to  consumers. 

Furthermore,  although  the  Act  requires  the  Commission  to  reduce  the  regulatory 
burden  and  allows  the  Commission  to  use  formulas,  the  Commission  cannot  pre- 
scribe regulation  without  looking  expUcitly  at  the  major  categories  of  cost.  The  Act 
and  Conference  Report  are  clear  on  this  point.  See  §  623(b)(2)  (A)  and  (C).22 


22  Conference  Report  at  62-63. 
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Part  2. — Industry  Structure 

///. — The  Structure  of  the  Cable  Industry 

A.  STRUCTURE,  CONDUCT,  AND  PERFORMANCE  DEFINED 

In  order  to  describe  the  economic  d)Tiamics  of  the  industry  and  the  pattern  of  be- 
havior that  has  developed  under  deregulation  this  section  and  the  next  adopt  the 
Structure  Conduct  Performance  (SCP)  approach  to  industry  analysis.  The  SCP  ap-  • 
proach  has  been  the  dominant  pubUc  poUcy  paradigm  in  the  United  States  for  the 
better  part  of  this  century.23 

The  elements  of  the  approach  can  be  described  as  follows: 

Performance  in  particular  industries  or  markets  is  said  to  depend  upon 
the  conduct  of  sellers  and  buyers  in  such  matters  as  pricing  policies  and 
practices,  overt  and  taciturn  interfirm  cooperation,  product  line  and  adver- 
tising strategies,  research  and  development  commitments,  investment  in 
production  facilities,  legal  tactics  (e.g.  enforcing  patent  rights),  and  so  on. 
Conduct  depends  in  turn  upon  the  structure  of  the  relevant  market,  embrac- 
ing such  features  as  the  number  and  size  distribution  of  buyers  and  sellers, 
the  degree  of  physical  or  subjective  differentiation  prevailing  among  com- 
peting seller's  products,  the  presence  or  absence  of  barriers  to  entry  of  new 
firms,  the  ratio  of  fixed  to  total  costs  in  the  short  run  for  a  typical  firm, 
the  degree  to  which  firms  are  vertically  integrated  from  raw  material  pro- 
duction to  retail  distribution  and  the  amount  of  diversity  or  conglom- 
erateness  characterizing  individual  firms's  product  lines. 

Market  stnicture  and  conduct  are  also  influenced  by  various  basic  condi- 
tions. For  example,  on  the  supply  side,  basic  conditions  include  the  location 
and  ownership  of  essential  raw  materials;  the  characteristics  of  the  avail- 
able technology  (e.g.  batch  versus  continuous  process  productions  or  high 
versus  low  elasticity  of  input  substitution);  the  degree  of  work  force  union- 
ization; the  durabiUty  of  the  product;  the  time  pattern  of  production  (e.g. 
whether  goods  are  produced  to  order  or  delivered  from  inventory);  the 
value/weight  characteristics  of  the  product  an  so  on.  A  list  of  significant 
basic  conditions  on  the  demand  side  must  include  at  least  the  price  elastic- 
ity of  demand  at  various  prices;  the  availability  of  (and  cross  elasticity  of 
demand  for)  substitute  products;  the  rate  of  growth  and  variability  over 
time  of  demand;  the  method  employed  by  buyers  in  purchasing  (e.g.  accept- 
ance of  list  prices  as  given  versus  solicitation  of  sealed  bids  versus  hag- 
gling); and  the  marketing  characteristics  of  the  product  sold  (e.g.  specialty 
versus  convenience  shopping  method).  24 

This  section  discusses  market  structural  characteristics,  which  are  qualitative  in 
nature  and  generally  lay  the  groundwork  for  the  evaluation  of  industry  perform- 
ance. The  next  section  reviews  the  quantitative  evidence  on  the  basic  performance 
of  the  industry  before  and  after  deregulation. 

B.  BASIC  CONDITIONS 

For  the  cable  industry,  we  see  the  basic  supply  and  demand  side  conditions  as 
follows. 

1.  The  demand-side 

On  the  demand  side,  a  low  to  moderate  price  elasticity  and  a  positive  income  elas- 
ticity are  crucial.  They  convey  market  power  and  an  ideal  opportunity  for  the  cable 
industry  to  expand. 


23F.M.  Sherer,  Industrial  Market  Structure  and  Economic  Performance  (New  York:  Rand 
McNaUy,  1990),  at  4: 

We  seek  to  identify  sets  of  attributes  or  variables  that  influence  economic  perform- 
ance and  to  build  theories  detaiUng  the  nature  of  the  links  between  these  attributes 
and  end  performance.  The  broad  descriptive  model  of  these  relationships  used  in  most 
industrial  organization  studies  was  conceived  by  Edward  S.  Mason  at  Harvard  during 
the  1930s  and  extended  by  numerous  scholars. 

24lbid.,  at4-5. 
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Econometric  analyses  of  demand  elasticities  for  the  cable  industry  jdeld  estimates 
that  are  quite  low.25  Prior  to  deregulation  they  were  at  or  below  1.  Since  deregula- 
tion estimates  have  been  somewhat  higher,  although  credible  estimates  are  still  in 
the  range  of  1  to  2.  The  abusive  pricing  of  cable  services  since  deregulation  may 
have  driven  demand  into  its  more  elastic  range.  Even  if  the  elasticity  is  in  the  range 
of  one-to-two,  the  market  is  extremely  problematic  from  the  point  of  view  of  the  ex- 
ercise of  market  power.  26 

Webb  summarized  the  findings  on  price  elasticity  as  follows: 

The  lack  of  apparent  close  substitutes  for  basic  cable  suggests  that  de- 
mand should  be  relatively  insensitive  to  changes  in  price.  Households  are 
inclined  to  endure  a  price  increase  when  there  are  few  substitutes  available 
in  the  form  of  alternative  services.  *  *  *  the  price  elasticity  of  demand  for 
basic  cable  was  measured  to  be  between  — 1  and  0  over  the  normal  range 
of  prices.  The  negative  value  confirms,  as  expected,  that  market  penetration 
and  price  are  inversely  related  ♦  ♦  *  An  absolute  value  of  less  than  1  indi- 
cates, also  as  expected,  that  the  demand  for  basic  cable  is  relatively  insensi- 
tive to  changes  in  price;  in  economic  terms,  demand  is  inelastic  *  *  * 

Demand  for  basic  cable  becomes  more  elastic — more  price  sensitive — as 
prices  rise  *  *  ♦  27 

The  same  is  true  of  the  income  elasticity.  At  the  most  macro  level,  income  growth 
and  increasing  penetration  are  correlated.  At  the  most  micro  level,  higher  income 
households  are  much  more  likely  to  subscribe.  Lower  income  households  are  much 
less  likely  to  subscribe  (See  Figure  III-l  on  page  289).  Virtually  every  econometric 
study  of  the  cable  industry  which  includes  this  variable  finds  a  moderately,  positive 
income  elasticity,  generally  in  the  range  of  .5  to  I.28 

Low  to  moderate  price  elasticity  and  low  to  moderate  income  elasticity  both  feed 
off  fundamental  television  viewing  patterns  that  have  been  established  over  four 
decades.  Americans  watch  a  significant  amount  of  television — in  the  neighborhood 
of  eight  hours  per  day.29  Television  has  come  to  be  the  premier  source  of  informa- 
tion and  entertainment  in  American  life.  Deeply  entrenched  viewing  patterns  and 
strong  demand  for  entertainment,  news,  information,  and  sports  make  the  market 
potential  for  cable  huge.  The  ability  to  deliver  large  numbers  of  channels  gives  cable 
a  huge  advantage  in  meeting  this  demand. 


26  Mayo,  J.W.  and  Y.  Otsuka,  "Demand,  Pricing  and  Regulation,  Evidence  from  the  Cable  TV 
Industry,"  Rand  Journal  of  Economics,  Autumn,  1991;  Pacey,  P.L.,  "Cable  Television  in  a  Less 
Regulated  Market,"  Journal  of  Industrial  Economics,  September,  1985;  Webb,  G.K.,  The  Eco- 
nomics of  Cable  Television  (Lexington:  Lexington  Books,  1983);  Duncan,  K.R.  and  C.F.  DeKay, 
Estimation  of  an  Urban  Cable  Demand  Model  and  Its  Implications  for  Regulation  for  Major 
Markets,  Center  for  Metropolitan  Planning  and  Research,  Johns  Hopkins  University,  March 
1976;  Charles  River  Associates,  Analysis  of  the  Demand  for  Cable  Television,  April  1973;  Noll 
R.G.,  M.J.  Peck,  and  M.J.  McGowan,  Economic  Aspects  of  Television  Regulation  (Washington, 
D.C.:  The  Brookings  Institution);  R.E.  Park,  "Prospects  for  Cable  in  the  100  Largest  Television 
Markets,"  Bell  Journal  of  Economics  and  Management  Science,  Spring,  1972;  Commanor,  W.S. 
and  B.M.  Mitchell,  "Cable  Television  and  the  Impact  of  Regulation,"  Bell  Journal  of  Economics 
and  Management  Science,  Spring,  1971,  all  find  demand  elasticities  less  than  1.5,  even  in  large 
urban  markets. 

26  As  Landis  and  Posner  put  it  (W.M.  Landes  and  R.A.  Posner,  "Market  Power  in  Anti-trust 
Cases,"  Harvard  Law  Review,  94:  1981,  p.  50.): 

The  higher  the  elasticity  of  demand  for  the  firm's  product  at  the  firm's  profit  maxi- 
mizing price,  the  closer  that  price  will  be  to  the  competitive  price,  and  the  less,  there- 
fore, the  monopoly  overcharge  will  be  *  *  *  an  infinite  elasticity  of  demand  means  that 
the  shghtest  increase  in  price  will  cause  quantity  demsmded  to  fall  to  zero.  In  the  oppo- 
site direction,  the  formula  "comes  apart"  when  the  elasticity  of  demand  is  1  or  less.  "The 
intuitive  reason  is  that  a  profit  maximizing  firm  would  not  sell  in  the  inelastic  region 
of  its  demand  curve  because  it  could  increase  its  revenue  by  raising  price  and  reducing 
quantity. 

27  Webb,  op.  cit,  at  81. 

28  Over  time,  however,  the  income  elasticity  declines  as  cost  relative  to  income  declines  and 
the  commodity  comes  to  be  seen  more  and  more  as  a  necessity.  Studies  finding  positive  income 
elasticities  include  Pacey,  op.  cit.;  Parks,  op.  cit.;  Mayo  £md  Otsuka,  op.  cit.;  Lyall,  et  al.,  op. 
cit;  Charles  River  Associates,  op. cit.;  Noll  and  Peck,  op.  cit.;  Commanor  and  Mitchell,  op.  cit. 

2^  Consumer  Reports  in  Competitive  Issues  in  the  Cable  Television  Industry,  Subcommittee  on 
Antitrust,  Monopolies  and  Business  Rights,  Committee  on  the  Judiciary,  United  States  Con- 
gress, March  17,  1988,  at  244. 
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SOURCE:  The  Effects  of  Divestiture  on  Elderly  and  Low  Income  Consumers, 
American  Association  of  Retired  Persons,  Consumer  Federation  of 
America,    AT&T,    Detailed   Tabulations,    August,    1986. 


2.  The  supply-side 

On  the  supply-side  the  natural  monopoly  characteristics  of  the  technology  along 
with  its  rapid  development  are  crucial  factors.^o  As  a  young,  capital  intensive,  net- 
work industry,  the  naturally  increasing  cable  subscriber  base  increases  the  market 
size,  attracting  new  suppliers  to  the  industry.  Increasing  penetration  also  spreads 
the  fixed  costs  of  a  highly  capital  intensive  industry  over  larger  volumes,  leading 
to  declining  unit  costs. 

Moreover,  because  cable  is  a  high  fixed  cost  industry,  increases  in  penetration 
lead  to  declining  unit  costs.  As  volume  goes  up,  profit  per  unit  increases.  Hence, 
constant  prices  can  3deld  higher  returns,  making  price  increases  unnecessary  to  im- 


30  Webb,  op.  cit.,  specifically  mentions  geographic  natural  monopoly.  Others,  such  as  Eli  Noam 
(Monopoly  and  Productivity  in  Cable  Television  (Columbia  University,  Graduate  School  of  Busi- 
ness, Research  Program  in  Telecommunications  and  Information  Policy,  October  24,  1984; 
"Economies  of  Scale  in  Cable  Television:  A  Multi-product  Analysis,"  in  Eli  Noam,  (Ed.),  Video 
Media  Competition:  Regulation,  Economics  and  Technology  (New  York:  Coliombia  University 
Press,  1985)  identify  economies  of  scale  and  scope,  but  stop  short  of  calling  the  industry  a  natu- 
ral monopoly.  Even  those  who  argue  against  natural  monopoly  concede  econoniies  of  scale  (see 
Smiley,  A.K.,  Direct  Competition  Among  Cable  Television  System  (Economic  Analysis  Discussion 
Paper,  Department  of  Justice,  June  5,  1985,  "Regulation  and  Competition  in  Cable  Television," 
Yale  journal  of  Regulation,  1990;  Hazlett,  T.W.,  "Duopolistic  Competition  in  Cable  Television: 
Implications  for  PubUc  Policy,"  Yale  Journal  of  Regulation,  1990).  In  the  debate  over  regulation/ 
deregulation,  the  question  is  whether  the  economics  are  large  enough  to  preclude  competition. 
For  the  purposes  of  establishing  reasonable  rates  in  the  absence  of  competition,  the  important 
point  is  to  recognize  that  economies  of  scale  exist  and  to  take  them  into  account  in  setting  rates. 
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prove  quality.  The  difference  in  cost  between  a  40  percent  penetration  rate  and  a 
60  percent  penetration  rate  can  be  as  high  as  50  percent.ai 

Writing  near  the  time  of  deregulation,  Noam  concluded  the  following  about  the 
dynamic  nature  of  the  technology: 

They  show  productivity  increases — defined  as  reductions  in  production 
cost  that  are  not  due  to  changes  in  input  costs — resulting  from  economies 
of  scale,  technical  vintage  and  maturity  of  operations  *  *  *  The  effect  of 
economies  of  scale  is  relatively  small.  Operating  experience,  i.e.  "internal" 
innovation,  on  the  other  hand,  has  a  much  larger  effect.  By  far  the  largest 
contribution  is  made  by  the  "external"  development  of  the  technology,  as  ex- 
pressed by  the  contribution  of  new  vintages  to  cost  reduction  *  *  * 

If  cable  systems  were  to  compete  head-on,  a  cost  differential  as  large  as 
we  observe  would  all  but  assure  that  the  older  systems  would  be  driven  off 
the  market,  unless  they  can  maintain  a  large  difference  in  scale,  or  unless 
they  have  been  operating  for  a  substantial  time.32 

Writing  at  about  the  same  time,  Webb,  emphasized  economies  of  channel  capacity 
and  density. 

If  36  channels  are  to  be  provided,  it  is  cheaper  for  one  firm  to  operate 
a  36-channel  system  than  for  three  firms  to  operate  12-channel  systems 

Most  dramatic  is  the  declining  cost  per  subscriber  of  providing  service  in 
an  area  given  a  cable  system  of  fixed  channel  capacity  and  length. 

Cable  systems  appear  to  exhibit  declining  average  total  costs  in  terms  of 
the  number  of  channels  provided,  the  size  of  the  geographic  area  covered, 
and  the  number  of  subscribers  served.33 

One  of  the  most  crucial  basic  supply-side  characteristics  of  the  industry  is  that 
over-the-air  systems  have  proven  to  be  ineffective  competitors  of  cable  systems.34 
Consumers  increasingly  value  cable  for  the  specialized  movie,  sports,  adult  and  cul- 
tural programming  carried  by  cable.^^  With  its  limited  channel  capacity  and  the 
cable  industry's  strategy  of  bundUng  network  programming  into  larger  packages,  or 
forcing  subscribers  to  buy  access  to  the  diverse  programming  of  multi-channel  offer- 
ings in  basic  rates,  there  is  simply  no  way  that  over-the-air  television  can  be  seen 
as  delivering  a  near  enough  substitute  to  effectively  check  cable's  market  power. 

Over-the-air  stations  are  caught  between  a  rock  and  a  hard  place.  With  limited 
channel  capacity,  they  cannot  compete  with  the  specialized  and  diverse  program- 
ming cable  offers.  Yet,  as  cable  becomes  more  pervasive,  the  over-the-air  networks 
need  to  be  part  of  the  basic  package  to  preserve  their  audience. 36  However,  once 
they  are  on  the  cable,  they  are  at  the  mercy  of  the  operators  for  channel  location. 
They  can  be  easily  disadvantaged  by  bad  location. 37 

The  fact  that  over-the-air  television  might  provide  some  modest  pricing  restraint 
in  some  high  density,  high  cost  markets,  is  not  the  answer  to  protecting  consumers 
and  Congress  rightly  rejected  this  as  the  solution  to  the  general  and  pervasive  prob- 
lem of  market  power  in  the  industry.38  Moreover,  to  the  extent  that  over-the-air  tel- 
evision has  restrained  cable  rates  in  those  limited  number  of  markets.  Congress 
crafted  a  regulatory  regime  which  will  take  cognizance  of  that  fact.  The  Commis- 


si Leland  L.  Johnson  and  David  P.  Fteed,  Residential  Broadband  Services  By  Telephone  Com- 
panies? (Santa  Monica,  Rand,  1990),  Appendix  G,  shows  the  cost  of  a  contemporary  cable  system 
with  broadband  backbone  and  coaxial  feeder  loop,  of  $368  per  home  passed  and  $614  per  sub- 
scriber, at  60  percent  penetration.  By  implication,  a  penetration  rate  of  40  percent  would  gen- 
erate costs  of  $920  (see  also,  Shooshan  and  Jackson,  Measuring  Cable's  Market  Power:  Recent 
Developments,  December  1988. 

32  Noam,  1984,  op.  cit,  at  14. 

33  Webb,  op.  cit.,  at  58,  59,  and  63. 

34  James  A.  Ordover  and  Yale  M.  Braunstein,  "Does  Cable  Television  Really  Face  Effective 
Competition?,"  in  Competitive  Issues  in  the  Cable  Television  Industry,  Subcommittee  on  Anti- 
trust, Monopolies  and  Business  Rights,  Committee  on  the  Judiciary,  United  States  Congress, 
March  17,  1988,  at  561;  "Testimony  of  William  B.  Finneran,  Chairman,  New  York  State  Com- 
mission on  Cable  Television,"  in  Competitive  Issues  in  the  Cable  Television  Industry,  Subcommit- 
tee on  Antitrust,  Monopolies  and  Business  Rights,  ConMnittee  on  the  Judiciary,  United  States 
Congress,  March  17,  1988. 

35  Consumer  Reports;  The  Roper  Organization,  America's  Watching  The  1989  TIO/ Roper  Re- 
port (1989),  at  4. 

36  Chapman,  op.  cit. 

37  See  Cornpetitive  Issues  in  the  Cable  Television  Industry,  pp.  657-658. 

38  Senate  Committee  Report  at  11-12;  House  Committee  Report  at  30-34. 
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sion's  analysis  of  cost  and  its  examination  of  competitive  systems  should  easily  dis- 
cover where  market  power  has  not  been  abused. 

It  should  also  be  recognized  that  other  forms  of  entertainment  are  not  supply-side 
alternatives  to  cable  TV.  Video  rentals  and  movie  theaters  are  not  adequate  supply- 
side  alternatives.  The  transaction  costs  of  both  are  much  higher  than  cable. 

Only  alternative  delivery  mechanisms,  such  as  wireless  cable  and,  perhaps,  over- 
building of  franchise  territories  present  a  credible  threat.  Since  these  have  failed  to 
proliferate,  we  are  left  with  a  situation  in  which  cable  market  power  is  restrained 
only  by  a  weak  demand-side.  Antitrust  authorities  would  never  accept  an  antitrust 
defense  that  said,  "there  is  no  competition  on  the  supply-side,  but  we  are  charging 
only  the  limit  price  on  the  demand-side."  39  Congress  was  promised  head-to-head 
competition  and  we  doubt  it  would  ever  have  deregulated  the  industry  if  it  had  been 
told  that  the  only  thing  restraining  cable  prices  was  going  to  be  the  limits  of 
consumer  tolerance  for  price  increases  without  viable  economic  edtematives.  4o  Re- 
regulation  is  a  recognition  that  effective  competition  has  failed  to  develop. 

C.  MARKET  STRUCTURE  OF  THE  CABLE  INDUSTRY 

While  these  basic  conditions  affect  market  structure,  so  too  does  public  policy  and 
private  action.  Key  structvu"al  characteristics  in  the  cable  industry  are  a  small  num- 
ber of  buyers  and  sellers  at  a  number  of  key  points  in  the  production  process.  These 
include  programming  and  local  distribution.  There  are  also  barriers  to  entry  and 
vertical  integration  which  impede  competition.  The  local  franchising  process,  and 
the  1984  Cable  Act  which  all  but  turns  the  franchise  into  a  perpetual  right,  are  also 
crucial  basic  conditions. 

Through  a  series  of  mergers  and  acquisitions,  the  industry  has  become  con- 
centrated horizontally  and  vertically.  As  noted  by  Congress,"*!  this  concentration  and 
vertical  integration  is  of  special  concern  in  an  industry  which  produces  goods  and 
services  that  have  not  only  economic,  but  also  cultural  and  political  significance. ^2 
Cable  operators  who  control  access  to  large  mmibers  of  viewers  can  extract  conces- 
sions from  programmers  who  need  to  reach  a  large  audience. ^s  Because  they  have 
market  power  over  consumers,  the  multiple  systems  operators  (MSO)  realize  this 
market  power  as  excess  profits. 

Furthermore,  although  this  concentration  is  evidenced  even  at  the  national  level, 
the  nature  and  structure  of  the  industry  is  dominated  by  its  monopolistic 
underpinnings  at  the  point-of  distribution.44  Less  than  1  percent  of  cable  subscrib- 
ers are  served  by  more  than  one  multi  service  operator.45 

Monopoly  power  can  also  be  exercised  by  companies  that  control  the  supply  of 
very  popular  programming.  These  powerful  programmers  can  extract  concession 
from  large  cable  operators,  who  rely  on  these  programs  to  attract  viewers,  by  manip- 
ulating prices  and  program  availability.  Again,  because  of  market  power  at  the 
point-of-sale,  the  costs  of  these  anti-competitive  strategies  are  passed  forward  to 
consumers. 

While  one  might  hypothesize  a  set  of  conditions  in  which  this  bilateral  monopoly 
operated  in  the  public  interest,  that  has  not  been  the  case  in  the  cable  industry. 
The  shared  interest  of  cable  operators,  with  their  local  monopolies  and,  program- 
mers, with  their  market  power  through  production,  has  inflated  cable  rates.^e  Local 


39  For  a  discussion  of  the  strategy  and  effects  of  limit  pricing  see  Sherer,  op.  cit.,  at  232-258. 
*o  Subcommittee  on  Communications,  Committee  on  Commerce,  Science  and  Transportation, 
United  States  Senate,  February  16-17,  1983. 

41  Senate  Committee  Report  at  24-34;  House  Committee  Report  at  40—43;  and  House  floor  de- 
bate on  the  Tauzin  amendment,  which  became  §628  of  the  Act.  See  138  Cong.  Rec.  H  (daily 
ed.  July  23,  1992). 

42  The  political  and  cultural  importance  of  mergers  in  media  industries  is  noted  in  the  Testi- 
mony of  George  E.  Garvey,  Subcommittee  on  Economic  and  Commercial  Law,  Committee  on  the 
Judiciary,  U.S.  House  of  Representatives,  March  14,  1989,  at  5.  See  also,  Peter  L.  Kahn,  "Media 
Competition  in  the  Marketplace  of  Idea,"  39  Syracuse  L.  Rev.  737  (1988). 

■i^  Sylvia  M.  Chan-Olmsted  and  Barry  L.  Litman,  "Antitrust  and  Horizontal  Mergers  in  the 
Cable  Industry,"  Journal  of  Media  Economics,  Fall,  1988,  at  9-10;  Ordover  and  Braunstein,  op. 
cit.  at  574. 

44  Chan-Olmstead  and  Litman,  op.  cit.;  Ordover  and  Braunstein,  op.  cit. 

46  "Testimony  of  Gary  R.  Chapman,  on  Behalf  of  the  National  Association  of  Broadcasters," 
in  Competitive  Issues  in  the  Cable  Television  Industry,  Subcommittee  on  Antitrust,  Monopolies 
and  Business  Rights,  Committee  on  the  Judiciary,  United  States  Congress,  March  17,  1988. 

46  The  importance  of  taking  cooperative  arrangements  and  other  relationships  into  account  in 
assessing  the  effects  of  market  structure  has  been  emphasized  in  the  context  of  merger  analysis 
(see  J.A  Ordover,  A.O.  Sykes,  and  R.D.  Willig,  "Herfindahl  Concentration,  Rivalry,  and  Merg- 
ers," Harvard  Law  Review,  95  (1982). 
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markets  at  the  distribution  level  and  vertical  integration  at  the  local  and  national 
levels  constitute  the  areas  of  concern  and  arenas  of  potential  anti-competitive  abuse. 
The  ability  to  impede  competition  rests  at  the  level  of  production  and  programming 
in  efforts  to  increase  penetration  of  its  services  through  exclusion  of  competing  pro- 
gramming. The  ability  to  impede  competition  rests  at  the  local  level  vis-a-vis  other 
modes  of  deUvery. 

One  reason  that  so  few  instances  of  head-on  competition  exists — known 
in  the  industry  as  "overbuilds" — is  because  existing  operators  are  not  chal- 
lenged by  competitive  entry  and  are  instead  protected  by  legal  barriers  such 
as  de  facto  exclusive  franchises  and  preferred  rights  to  pole  attachment. 

When  a  contesting  of  an  existing  market  does  not  materialize,  other  poli- 
cies may  have  to  reduce  the  differentia^  in  productivity  trends,  such  as  fran- 
chising contracts  that  have  built-in  inmovation  requirements  linked  to  the 
rate  of  outside  technology,  or  rate  setting  formulas  which  provide  operators 
with  incentives  for  productivity  gains. ^7 

The  advantages  of  integration  of  transmission  and  programming  to  the 
incumbents  are  therefore  not  simply  an  extension  of  local  distribution 
power  vertically  into  the  programming  stage,  but  also  the  economies  of  joint 
operation.48 

The  empirical  evidence  of  these  market  structural  trends  and  problems  is  quite 
clear.  Under  deregulation,  the  cable  industry  rapidly  became  dominated  by  a  small 
oligopoly  of  interconnected  vertically  integrated  firms.  A  number  of  authors  have  ex- 
pressed great  concern  about  the  increasing  trends  of  concentration  in  the  industry.49 

The  largest  cable  operator,  Tele-Communications  Inc.  (TCI),  accounts  for  almost 
one-quarter  of  the  market,  so  The  second  largest  firm  (TimeAVarner)  represents  over 
one-seventh  of  the  cable  market.  Table  III-l  shows  the  trend  in  cable  concentration. 

TABLE  lll-l.— TRENDS  IN  CABLE  CONCENTRATION 
[National  level  concentration  ratios] 


Year 


1969  ... 
1971  ... 
1973  ... 
1975  ... 
1977  ... 
1979  .. 
1981  .. 
1985  .. 
1987  .. 
1988' 
19882 


Concentration  ratios 


Four  firms 


Unadjusted 


16.3 
21.7 
27.2 
26.4 
23.1 
24.0 
27.3 
29.4 
27.7 
27.6 


Adjusted  for 
joint  owner- 
ship 


35.7 
45.8 


Eight  firms 


Unadjusted 


26.7 
31.6 
40.3 
38.1 
36.5 
36.5 
40.9 
43.5 
39.4 
39.4 


Adjusted,  for 
joint  owner- 
ship 


46.7 
57.0 


'SOURCES:  Sylvia  M.  Chan-Olmsted  and  Barry  R.  Litman,  "Antitrust  and  Horizontal  Mergers  in  the  Cable  Industry,"  Journal  of  Media 
Economics,  Fall,  1988,  at  8,  9,  19,  for  all  estimates  except  1988. 
J  Motion  Picture  Association  of  America,  for  1988. 

The  pattern  of  joint  ownership  has  dramatically  increased  the  concentration  in 
the  industry  measured  by  the  four  and  eight  firm  concentration  ratios.  If  joint  ven- 
tures and  interconnections  through  either  cable  operations  or  programming  are 
taken  into  account,  TCI's  market  share  rises  to  over  30  percent  and  the  industry, 
even  at  the  national  level  that  must  be  categorized  as  highly  concentrated.ei 


47 Noam,  1984,  op.  cit.,  at  14-15. 

48 Noam,  1985,  op.  cit.,  at  6.  ,  .  . 

48Garvey,  op.  cit.,  Ordover  and  Yale,  op.  cit.,  Chan-Olmsted  and  Litman,  op.  cit. 

60  Testimony  of  Jack  Valenti,  President,  Motion  Picture  Association  of  America,  Subcommittee 
on  Telecommunications  and  Finance,  United  Sfates  House  of  Representatives,  May  11,  1988; 
Cable  Vision,  Top  100  MSO's,  "Cable  Rate  Hites  Spreading,"  Competitive  Issues  in  the  Cable 
Television  Industry  *  *  *  ^  t      .      •     -^    i.r 

SI  The  Hirschman-Herfindahl  Index  (HHI)  is  used  by  the  Department  of  Justice  in  its  Merger 
Guidelines  (  )  to  assess  the  impact  of  mergers.  For  cable  operators  at  the  national  level,  the 
industry  index  was  just  under  1,000  after  the  TimeAVarner  merger.  However,  arguing  that 
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Because  cable  systems  do  not  compete  head-to-head,  the  concern  about  horizontal 
concentration  stems  primarily  from  monopsony  power  in  programming  and  the  pric- 
ing strategies  applied  by  cable  operators.  As  cable  systems  become  larger,  they  can 
threaten  to  refuse  to  carry  certain  programming,  if  they  are  not  given  exclusive  or 
favorable  distribution  terms-f^z  Without  comparable  viewing  packages  available  to 
the  public,  competitive  market  forces  are  not  strong  enough  to  pressure  hard  bar- 
gaining between  independent  cable  operators  or  to  threaten  integrated  programmer/ 
operators  with  loss  of  market  share  sufficient  to  drive  prices  down. 

Although  recent  antitrust  implementation  has  generally  not  challenged  vertical 
integration,  concern  about  vertical  integration  is  deeply  rooted  in  the  antitrust  law. 
There  is  a  growing  body  of  theoretical  and  empirical  analysis  which  has  reinvigo- 
rated  the  concerns  about  the  anti-competitive  impacts  of  vertical  integration,  espe- 
cially in  the  cable  industry.  53 

Vertically  integrated  cable  companies  seek  to  reinforce  their  market  power  in  pro- 
gramming and  the  monopoly  at  the  point  of  distribution,  enhancing  their  ability  to 
increase  producer  surplus.  In  the  cable  industry,  vertical  integration  has  been  com- 
bined with  horizontal  concentration  and  a  vigorous  campaign  of  anticompetitive  ac- 
tions to  ensure  market  power  at  the  point-of-sale. 

The  two  dominant  firms  are  also  thoroughly  interconnected  through  a  series  of 
joint  ventures  (see  Figure  III-2  on  page  294).  With  independent  sources  of  market 
power,  they  can  avoid  competing  head-to-head  in  the  marketplace  by  maintaining 
exclusive  franchises  and  exclusive  distribution  of  programming.  Joint  ventures  be- 
come a  mechanism  for  enhancing  market  power  and  creating  larger  barriers  to 
entry  for  potential  competitors. 

As  the  number  of  competing  programmers  declines,  the  possibility  of  cartel  pricing 
is  dramatically  enhanced. ^4  With  vertical  integration,  the  task  of  entry  becomes 
even  more  formidable.  One  must  simviltaneously  enter  the  programming  and  cable 
operation  segments  as  the  joint  ventures  of  vertically  integrated  firms  proliferate. 

Concentration,  interconnection  and  vertical  integration  enhance  market  power 
through  their  potential  as  a  trigger,  or  by  creating  the  conditions,  for  impeding  the 
ability  of  competitors  to  have  access  to  vital  inputs.^e  Two  strategies  to  accomphsh 
this  are  holding  a  bottleneck  and  real  foreclosure. 

Clearly,  the  franchise  nature  of  cable  svstems  has  an  element  of  bottleneck  in  it. 
This  would  provide  the  merged  fum  with  the  capacity  to  act  against  suppUers  of 
programming.  Given  the  franchise  monopoly  and  market  power  over  distribution, 
control  over  programming  becomes  a  critical  problem.  Raising  the  price  of  this  cru- 
cial input  or  otherwise  manipulating  the  terms  and  conditions  of  its  sale  to  dis- 
advantage competitors  becomes  profitable  when  there  are  subscribers  subject  to 
market  power.  . 

Many  cable  operators,  in  concert  with  their  programmer-owners,  have  engaged  in 
vigorous  anticompetitive  actions  to  prevent  head-to-head  competition  (which  is  de- 
scribed pejoratively  in  the  industry  as  "overbuilding").^^  Legal  resistance  to  over- 
build'ng  is  pervasive.  Potential  competitors  have  been  thwarted  by  cable  operator- 
programmers  denying  them  access  to  consumers  and  programming  by  overcharging 
for  or  restricting  the  use  of  programming  that  is  made  available. 

A  similar  pattern  typifies  the  response  to  close  substitutes.  Competition  from  close 
substitutes  could  be  provided  by  proven  technologies  such  as  wireless,  or  sateUite 
dishes.  These  have  been  resisted  by  a  variety  of  tactics  including  refusals  to  deal, 
exclusivity  arrangements  and  manipulation  of  terms  and  conditions. 


interconnections  between  firms  reinforces  their  mutuality  of  interest  and  counting  these  as 
added  market  share  for  the  dominant  firm  raises  the  HHI  to  over  2,100. 

52  On  the  cable  industry  see  Ordover  and  Braunstein,  op.  cit.;  Ordover  and  Braunstein,  op. 
cit.  For  more  general  arguments  see  Thomas  G.  Krattenmaker  and  Steven  C.  Salop,  "Anti- 
competitive Exclusion:  Raising  Rivals'  Cost  to  Achieve  Power  Over  Prices,"  The  Yale  Law  Jour- 
nal, 92:2  (1986);  J.A.  Ordover,  A.O.  Sykes,  and  R.D.Willig,  "Nonprice  Anticompetitive  Behavior 
by  Dominant  Firms  Toward  the  Producers  of  Complementary  Products,"  in  Franklin  M.  Fisher 
(Ed.),  Antitrust  and  Regulation  (Cambridge:  MIT  Press,  1985). 

53  On  the  cable  industry  see  Ordover  and  Braunstein,  op.  cit.  or  more  general  arguments  see 
Krattenmaker,  T.G.  and  S.C.  Salop,  "Anti-competitive  Exclusion:  Raising  Rivals'  Costs  to 
Achieve  Power  Over  Prices,"  The  Yale  Law  Journal,  92:2  (1986);  Ordover,  J.,  A.O.  Sykes  and 
R.D.  Willig,  "Non-price  Anti-Competitive  Behavior  by  Dominant  Firms  Toward  the  Producers  of 
Complementary  Products,"  in  F.M.  Fisher  (Ed.),  Antitrust  and  Regulation  (Cambridge:  MIT 
Press,  1985). 

64 Krattenmaker  and  Salop,  op.  cit.,  at  238-240. 
86  Krattenmaker  and  Salop,  op.  cit.,  at  234-238. 

56  The  concern  about  overbuilding  among  MSOs  and  some  of  the  efforts  to  prevent  it  are  men- 
tioned in  Competitive  Issues  in  the  Cable  Television  Industry,  at  152-157. 


294 

FIGURE  II1-2 

JOINT  VENTURES  IN  PROGRAMMING  AMONG  MAJOR  CABLE  INDUSTRY  FIRMS 
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NOTES  AND  SOURCE:  Only  joint  ventures  are  shown,  wholly  owned 
programs  are  not  shown,  but  are  counted  in  Exhibit  2  in  the 
appropriate  column.   "Testimony  of  Jack  Valenti,  President  of  the 
Motion  Picture  Association  of  America,"  Subcomml ttee  on 
Telecommun  i cat  ions  and  Finance ,  Energy  and  Commerce  Ccmmi tte° , 
United  States  House  of  Representative .  May  11,  1983;  "Vertical 
Integration,"  in  Competitive  Issues  in  the  Cable  Televis  ion 
Industry,  Subcommittee  on  Antitrust,  Monopolies  and  Business 
Rights,  Committee  on  the  Judiciary,  United  States  Congress,  March 
17,  1988,  pp.  41S--J17. 


Efforts  to  impose  or  obtain  exclusive  arrangements  have  become  ever  present  con- 
troversies in  the  industry  including  efforts  to  prevent  competing  technologies  from 
obtaining  programming,  as  well  as  to  prevent  competition  from  developing  within 
the  cable  industry. 57  Price  discrimination  against  competitors  and  other  strategies, 
such  as  placing  programming  of  competitors  at  a  disadvantageous  position  on  the 
dial  have  also  been  evident  in  recent  years. ^s 


57  HBO,  a  subsidiary  of  Time,  played  a  key  role  in  the  effort  to  prevent  TVRO  operators  from 
obtaining  programming  (see  Chan-Olmsted,  op.  cit.,  at  11),  and  the  effort  to  sell  overbuild  insur- 
ance (Competitive  Issues  in  the  Cable  Television  on  Industry,  Subcommittee  on  Antitrust,  Monop- 
olies and  Business  Rights,  Committee  on  the  Judiciary,  United  States  Congress,  March  17,  1988, 
at  127,  152-174. 

58  Time  appears  to  have  stayed  out  of  the  channel  bumping  controversy  (see  Competitive  Is- 
sues in  the  Cable  Television  Industry,  Subcommittee  on  Antitrust,  Monopolies  and  Business 
Rights,  Conmiittee  on  the  Judiciary,  United  States  Congress,  March  17,  1988,  at  657-658),  but 
has  been  particularly  active  in  the  refusals  to  provide  programming  or  in  price  discrimination 
(Competitive  Issues  in  the  Cable  Television  Industry,  Subcommittee  on  Antitrust,  MonopoUes  and 
Business  Rights,  Committee  on  the  Judiciary,  United  States  Congress,  March  17,  1988,  at  118- 
122). 
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Allegations  of  anti-competitive  cable  practices  are  not  limited  to  industry  critics. 
The  practices  within  the  industry  became  so  bad  that  even  major  players  became 
involved  in  formal  protests.  Viacom  and  its  affiliates,  a  group  not  interconnected  sig- 
nificantly with  the  top  two  cabals  in  the  industry,  filed  an  antitrust  lawsuit  against 
the  largest  chain  of  affiliated  competitors  in  its  New  York  territory — Time,  HBO, 
ATC,  and  Manhattan  Cable.59  Specifically,  Viacom  claimed  that  Time,  et  al., 

*  *  *  violated  and  continue  to  violate  the  federal  antitrust  laws  by  engaging 
in  an  integrated  series  of  predatory  and  exclusionary  acts  and  strategies  de- " 
signed  to  increase  the  costs  of  their  rivals,  raise  barriers  to  entry  and  ex- 
pansion, and  otherwise  entrench  themselves  as  monopolists  by  anticompeti- 
tive conduct,  injuring  the  competitive  process  and,  ultimately,  consumers. «> 

Concentration,  vertical  integration  and  the  weak  market  forces  embedded  in  the 
basic  conditions  of  the  industry  are  highly  conducive  to  the  abuse  of  market  power. 
Since  deregulation,  the  industry  has  been  typified  by  anti-competitive  and  anti- 
consumer  conduct.  Pricing  practices  and  system  performance,  which  are  the  key  con- 
siderations of  the  rate  regulation  provisions  in  the  Act,  are  discussed  in  the  next 
section. 

TV. — System  Performance  Before  and  After  Deregulation 

Unfortunately,  when  cable  systems  were  deregulated  in  1984  competition  did  not 
develop. 61  The  result  has  been  significant  shortcomings  in  market  performance  in- 
cluding excessive  price  increases  under  deregulation  and  the  misallocation  of  re- 
sources. Rather  than  stimulated  innovation  and  declining  prices,  rates  began  to  rise 
excessively  and  resources  were  inefficiently  allocated  after  deregulation.  The  bene- 
fits of  increasing  size  and  quality — cable's  historical  developmental  pattern — were 
still  evident,  however  they  were  accompanied  by  monopoly  rents. 

This  Section  reviews  the  performance  of  the  cable  industry  before  and  after  de- 
regulation. First,  by  showing  that  the  industry  expanded  rapidly  prior  to  deregula- 
tion, with  declining  real  prices,  we  demonstrate  that  rate  regulation  is  not  inconsist- 
ent with  Congress'  desire  to  have  an  expanding  industry.  Second,  by  showing  that 
market  power  has  been  abused  in  the  industry,  we  demonstrate  that  rate  reductions 
are  necessary  and  will  not  interfere  with  the  sound  development  of  the  industry. 
Third,  we  briefly  discuss  some  of  the  most  recent  efforts  by  the  cable  industry  to 
obscure  these  basic  facts. 

A.  AN  OVERVIEW  OF  EXPANSION 

The  data  graphed  in  Figures  IV- 1,  rV-2,  IV-3  and  IV-4  support  our  view  of  the 
industry.62  Table  IV-1  shows  changes  in  the  cable  industry  from  1975  through  1992 
in  order  to  compare  pre-  and  post-deregulation  trends.  The  specific,  sub-periods  pre- 
sented are  chosen  in  response  to  industry  arguments,  which  will  be  discussed  below. 

During  the  period  from  1975  to  1984  the  increase  in  the  potential  market  for  pro- 
gramming under  regulation  was  tremendous.  From  2  million  subscribers  in  1975, 
cable  systems  grew  to  almost  35  million  in  1984  (the  year  in  which  rate  deregula- 
tion was  allowed  and  promoted  by  Congress,  and  deregulatory  expectations  changed 
within  the  industry). 

From  1975  to  1981  the  number  of  homes  passed  and  penetration  rates  grew  rap- 
idly. On  an  annual  basis,  homes  passed  increased  by  46  percent  per  year  and  sub- 
scribers increased  by  49  percent  per  year.  Channel  availabihty  increased  by  almost 
10  percent  per  year.  This  was  a  period  of  sharply  declining  real  prices  for  cable  serv- 
ice and  moderately  rising  income.  By  these  measures,  the  cable  market  performed 
better  during  this  period  of  time  than  any  other  period  shown.  It  was  a  time  of  thor- 
ough regulation. 


^^Viacom  Intl.  and  Showtime  Networks  Inc.,  v.  T\me  Inc.,  HBO,  ATC  and  Manhattan  Cable 
Television,  Inc.,  89  civ.  3139,  U.S.  District  Court,  (S.D,,  N.Y.),  1989.  This  suit  was  recently  set- 
tled for  more  than  $355  million.  Robichaux,  "Viacom  to  Report  Quarterly  Rebound  on  Cable  Op- 
eration," Wall  Street  Journal,  Oct.  22,  1992. 

^Viacom,  op.  cit. 

61  Glenn  B.  Manishin,  "Antitrust  and  Regulation  in  Cable  Television:  Federal  Policy  At  War 
With  Itself,"  Cardozo  Arts  &  Entertainment  Law  Journal,  6:1  (1987). 

62 All  references  to  cable  industry  statistics  are  from  Paul  Kagan  Associates,  Inc.,  Cable  TV 
Master  Database  and  Kagan  Media  Index  Historical  Database,  various  issues,  and  Kagan  Media 
Index,  December  24,  1991.  Household  income  is  from  U.S.  Bureau  of  the  Census,  Current  Popu- 
lation Reports,  series  P-60,  various  issues.  Inflators  are  from  U.S.  Bureau  of  Labor  Statistics, 
Monthly  Labor  Review,  various  issues. 
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FIGURE  IV--1 
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FIGURE  IV-2 

BASIC  CABLE  PENETRATION  RATES 
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FIGURE  IV-3 
^,  NUMBER  or  CHANNELS  PER  TV  HOME 
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FIGURE  IV-4 

REAL  CABLE  PRICES 

COMPARED  TO  RE4L  INCOME 
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The  expanding  market  could  attract  higher  quality  programming  simply  because 
the  potential  increase  in  volume  sales  more  than  offset  the  increase  in  program 
costs.  Higher  quality  programs,  in  turn,  attracts  more  subscribers,  which  attracts 
better  programming,  etc. 

There  is  obviously  lag  time,  as  entertainment  entrepreneurs  recognize  and  explore 
the  nature  of  this  expanding  market.63  There  is  also  no  reason  to  believe  that  this 
phenomenal  growth  would  not  have  continued  if  regulation  had  continued.  Indeed, 
the  growth  of  homes  passed  slowed  after  deregulation. 

During  this  period  of  regulation,  real  prices  for  basic  service  fell  sharply  and  pene- 
tration rates  increased.  Again,  there  appears  to  have  been  no  improvement  in  the 
growth  of  penetration  after  deregulation.  During  the  period  of  deregulation,  consum- 
ers experienced  rapidly  rising  real  prices. 

Increasing  income  also  supports  greater  expenditure  for  additional  services.  Dur- 
ing the  period  of  regulation  the  penetration  of  pay  services  skyrocketed.  It  flattened 
out  after  deregulation  (see  Figure  rV-5). 

TABLE  IV-1.— INDUSTRY  PERFORMANCE  IN  SELECTED  PERIODS  BEFORE  AND  AFTER 

DEREGULATION  i 


Absolute  value 

Compound  annual  change 

Year 

Subs. 

Homes 
passed 

Channels 

Real 

prices  ($ 

1992) 

Subs. 

Homes 
passed 

Channels 

Real 
prices 

1975  

1981  

1984  

1989  

1992  

1.98 
23.00 
34.20 
49.31 
55,58 

4.22 
41.20 
60.52 
82.82 
89.40 

7.5 
10.4 
16.9 
33.2 
36.5 

16.20 
11.97 
12.11 
16.71 
18.85 

50.40 

14.17 

7.57 

4.02 

46.19 

13.68 

6.47 

2.58 

5.60 
17.57 
14.46 

3.21 

(4.92) 

.39 

6.65 

1.70 

'SOURCE:  Kagan  Associates,  Inc.  Cable  TV  Master  Database,  Kagan  Media  Index  Historical  Database,  various  issues,  and  The  Kagan  Media 
Index,  December  24,  1991. 

The  1981  to  1984  time  frame  is  typified  by  much  slower  growth.  Homes  passed 
increased  by  just  under  14  percent  per  year  and  subscribers  increased  by  just  over 
14  percent  per  year.  Prices  were  flat  in  real  terms,  while  income  fell.  The  fundamen- 
tal dynamic  here  was  the  Reagan  recession,  which  covered  much  of  this  period. 

The  1984  to  1989  period  is  one  of  slowing  expansion  of  cable  systems  and  slowing 
increases  in  subscribers.  It  was  a  period  of  very  strong  income  growth  and  dramati- 
cally rising  prices.  The  growth  of  cable  systems  persisted,  despite  rapidly  rising 
prices  because  of  the  growing  income  and  maturation  of  the  industry. 

The  period  between  1989  and  1992  was  typified  by  much  slower  growth  of  pene- 
tration and  homes  passed.  Price  increases  continued,  but  in  this  period  income  was 
declining.  Without  income  growth  to  offset  rising  prices,  system  expansion  slowed. 
Moreover,  as  cable's  physical  network  fills  out,  the  rate  of  expansion  is  likely  to  de- 
cline. 

Figure  IV-6  illustrates  the  dynamic  of  capturing  new  subscribers.  As  cable  sys- 
tems pass  more  homes,  more  subscribers  are  added.  We  believe  this  increasing  cap- 
ture is  part  of  the  natural  evolution  of  this  "network"  type  of  industry.  Not  only  do 
costs  decline  and  quality  improve  in  this  type  of  industry,  but  social  processes  of 
diffusion  may  augment  this  process.  Even  before  deregulation,  this  developmental 
process  was  evident.  As  systems  age  they  capture  more  subscribers.  Indeed,  as  Fig- 
ure IV-7,  shows  projecting  out  the  pre-deregulation  trend  leads  us  to  expect  that 
there  would  be  about  51.3  million  subscribers  by  1992,  compared  to  the  55.5  million 
who  actually  subscribed  in  1992. 

B.  THE  ABUSIVE  POST-DEREGULATION  MARKETPLACE 

1.  The  dynamics  of  market  power 

Figure  rV-8  depicts  the  shifts  in  the  demand  and  supply  curves  since  deregulation 
that  is  consistent  with  this  understanding  of  the  industry.  For  simplicity  and  sake 
of  comparison  with  the  industry's  own  argument,  we  have  represented  the  cost  sav- 
ings as  a  shift  in  the  supply  curve,  but  the  same  argument  can  be  presented  utiliz- 
ing a  movement  along  a  declining  cost  curve.  We  see  a  shift  in  the  demand  curve 


63  Econometric  analysis  suggests  that  maturation  of  cable  systems  takes  between  eighteen 
months  and  four  years  (S.M.  Besen,  et  al.,  "Economic  Policy  Research  on  Cable  Television:  As- 
sessing the  Costs  and  Benefits  of  Cable  Deregulation,"  in  MacAvoy  (Ed.),  Deregulation  of  Cable 
TV)  American  Enterprise  Institute,  Washington,  D.C.,  1977;  Pacey,  op.  cit.;  Webb,  op.  cit. 


en 


Q. 


299 


FIGURE  IV-5 

BASIC  CABLE  PENETRATION  RATES 
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FIGURE  IV-7 

CABLE  TV  SUBSCRIBERS 
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FIGURE  IV-8 

THE  CONSUMER  VIEW  OF 
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attributed  to  natural  processes  of  network  growth  (on  both  the  supply  and  demand 
sides)  and  income  growth.  Declining  costs  are  combined  with  monopolistic  pricing. 
Consumer  surplus  under  regulation  can  be  measured  as  the  area  beneath  the  de- 
mand curve  (Dl)  and  above  the  price  line  Pr  (in  Figure  IV-S).  This  is  de*gnated 
by  the  vertical  lines.  After  a  shift  in  the  demand  cvu-ve  and  the  supply  curVe,  and 
a  move  to  monopolistic  pricing,  consumer  surplus  is  measured  by  the  area  with 
slanted  lines.  However,  if  competitive  pricing  prevailed,  prices  would  fall  close  to  the 
level  at  the  onset  of  deregulation.  Consumer  surplus  would  be  measured  by  the  area 
indicated  by  the  horizontal  lines. 

2.  Price 

Figures  IV-9  and  IV- 10  on  page  302  show  price  performance  before  and  after  de- 
regulation. They  compare  actual  price  changes  with  those  predicted  based  on  pre- 
deregulation  pricing  patterns,  those  based  on  actual  competitive  situations,  and 
those  based  on  econometric  estimates  from  pre-deregulation  data.  They  give  very 
strong  affirmation  to  the  ainalysis  above. 

A  simple  projection  of  trends  from  the  regulation  period  puts  1990  prices  (tihe  year 
for  which  data  is  available  on  systems  subject  to  competition)  at  a  level  close  to  that 
observed  for  systems  subject  to  competition. 64  The  differences  are  striking.  In  com- 
petitive systems,  rates  are  well  over  one-third  lower  per  channel. 65  This  resvilts  from 
charging  lower  rates  for  many  more  channels.  Note  as  well  that  the  monopoly  sys- 
tems have  rates  that  are  very  similar  to  the  national  average.se  The  projection  of 
the  historical  trend,  which  is  based  on  the  period  of  regulation  shows  that  rates 
would  be  much  closer  to  the  competitive  level  if  regulation  had  continued.s^ 

This  abusive  pricing  is  not  limited  to  aggregate  levels.  As  market  power  has 
grown,  the  cable  companies  have  also  engaged  in  neater  price  discrimination  and 
repackaged  services  to  camouflage  rate  increases.  Prior  to  deregulation,  prices  for 
basic  services  and  expanded  or  premium  services  moved  together.  After  deregulation 
basic  rates  have  skyrocketed,  while  prices  for  other  services  have  not  (see  Figure 
rV-ll  on  page  303).  Instead  of  charging  for  the  extended  and  premium  services, 
retiering  forced  consumers  to  pay  for  access  to  these  services  in  their  basic  rates. 
Operators  bundled  services  to  justify  excessive  rate  increases. 

It  is  clear  that  pricing/packaging  in  this  way  is  intended  to  transform  consumer 
surplus  into  producer  surplus.  Although  consumers  would  be  less  willing  to  pay  for 
certain  elements  of  the  larger  cable  programming  package,  they  swallow  the  whole 
thing  since  their  access  to  those  elements  they  really  want  is  tied  to  those  they  do 

not  want.  u.    ^       j 

There  is  a  formal  theory  of  the  extraction  of  consumer  surplus  that  can  be  found 
in  the  economic  and  marketing  literatures.  The  following  is  a  recent  statement  of 
the  approach  from  the  Journal  of  Marketing: 

Consider,  for  example,  a  case  in  which  we  have  two  products  or  services 
and  can  estimate  the  distributions  of  reservation  prices  (the  maximum 
amounts  buyers  are  willing  to  pay)  for  each  product.  By  bundUng  the  prod- 
ucts together,  we  essentially  create  a  new  product.  If  the  two  products  are 
independent  in  demand,  some  customers  who  would  only  by  one  of  these 
if  they  were  priced  individually  will  now  by  both  products.  The  reason  is 
that  the  value  these  customers  place  on  one  product  is  so  much  higher  than 
its  price  that  the  combined  value  of  the  two  products  exceeds  the  bundled 
price.  In  economic  terminology,  the  consumer  surplus  (the  amount  by  which 


64 This  is  based  on  the  average  annual  change  prior  to  1984. 

66  Rates  are  from  Merline,  J.W.,  "How  to  Get  Better  Cable  TV  at  Lower  Prices,"  Consumers' 
Research,  May  1990.  An  econometric  analysis  of  these  rates  suggests  that  actual  differences  are 
even  larger  (see  Levin,  S.L.  and  J.B.  Meisel,  Cable  Television  and  Competition,  Sixth  Conference 
on  New  Directions  for  State  Telecommunications  Regulation,  February  10-13,  1991). 

66  The  projection  of  monthly  average  rates  is  obtained  by  applying  the  economies  of  scale  in 
Noam,  1985,  op.  cit.,  to  system  growth  after  1984. 

67  The  effectiveness  of  regulation  has  been  hotly  debated.  It  seems  clear  that  while  cable  regu- 
lation did  not  drive  prices  down  to  competitive  levels,  it  certainly  held  them  below  monopoly 
levels.  As  May  and  Otsuka,  op.  cit.,  at  407,  conclude 

This  indicates  that  the  local  franchise  regulation  in  the  early  1980s  neither  con- 
strained basic  prices  to  marginal  costs,  nor  permitted  monopoUstic  pricing  *  *  *  the 
value  suggests  that  basic  prices  were  held  considerably  below  monopoly  levels. 

See  also  (Zupan,  M.A.,  'The  Efficacy  of  Franchise  Bidding  in  the  Case  of  CATV:  Some  System- 
atic Evidence,"  Journal  of  Law  and  Economics,  32,  1989;  Prager,  R.A.,  "Franchise  Bidding  for 
Natural  Monopoly:  The  Case  of  Cable  Television  in  Massachusetts,"  Journal  of  Regulatory  Eco- 
nomics, 1:1989;  Hazlett,  T.W.,  'The  Demand  to  Regulate  Franchise  Monopoly:  Evidence  from 
CATV  Rate  Deregulation  in  California,"  Economic  Inquiry,  29,  1991. 
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FIGURE  IV-g 

PRICE  PER  CHANNEL  ($1990.  CPI  DEFLATOR) 
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FIGURE  IV-10 

PRICE  PER  MONTH  ($  1990,  CPI  DEFLATOR) 
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FIGURE  IV-11      , 

CABLE  RATES  (^NOMINAL  DOLLARS) 
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the  individual's  reservation  price  exceeds  the  actual  price  paid)  from  the 
highly  valued  product  is  transferred  to  the  less  valued  product.ss 

The  key  point  here  is  that  the  ability  to  add  programming  to  the  basic  package 
and  the  ability  to  require  basic  service  as  a  prerequisite  for  access  to  either  ex- 
panded basic  or  per-channel  or  per-program  services  allows  the  cable  operator  to 
charge  more  for  basic  than  its  value.  Access  is  bundled  into  the  basic  tier.  Even 
where  over-the-air  signal  might  be  competitive,  this  bundling  gives  cable  operators 
the  opportunity  to  exercise  market  power.  People  pay  for  something  they  apparently 
could  get  for  free  because  they  are  actually  buying  something  else,  access  to  the 
multiple  channels. 

Pricing  philosophy  in  the  industry  clearly  exhibits  an  effort  to  capture  consumer 
surplus.  As  an  article  in  an  industry  journal  pointed  out  just  before  deregulation: 

If  viewers  can  purchase  one  channel  and  watch  a  second  channel  for  free, 
they  never  will  pay  the  market  value  of  the  second  channel.  A  more  profit- 
able alternative  for  the  pay  television  operator  would  be  to  offer  program 
type  A  on  the  first  channel  and  program  type  B  on  the  second,  and  then 
sell  both  channels  as  a  package.  At  an  appropriate  price,  consumers  will 
purchase  the  package.  Even  if  the  costs  of  scrambling  were  minimal,  the 
package  selling  strategy  would  be  more  profitable  than  selling  each  channel 
individually. 

The  practice  of  bundling  recognized  that  consumers  have  preferences  not 
only  for  program  types  but  for  program  variety.  For  example,  some  consum- 
ers might  pay  $25  for  service  A  only;  $25  for  service  B  only,  but  $37.50  for 


ea  Joseph  P.  Guiltinan,  'The  Price  BundUng  of  Services:  A  Normative  Framework,"  Journal 
of  Marketing,  51:  April  (1987),  at  75. 
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a  bundle  of  both  A  and  B.  Bundling  is  like  an  insurance  policy.  Whatever 
occurs,  the  consumer  can  watch  his  or  her  preferred  program. 

But  package  selling  may  be  attractive  even  aside  from  its  insurance  pol- 
icy attributes.  With  package  selling,  the  profitability  of  carrying  a  program 
type  depends  not  only  on  how  much  revenue  it  generates  on  its  own,  but 
also  increases  the  total  package's  revenues. 69 

By  pumping  up  basic  rates  and  cramming  programming  into  the  basic  tier,  cable 
operators  continually  confronted  subscribers  with  the  ultimate  choice:  "pay  for  the 
whole  package  or  give  up  service."  Rates  for  unbundled  services  were  kept  low.  Not 
only  is  consumer  surplus  squeezed  by  adding  programming  that  has  little  value,  but 
the  bundling  of  access  to  other  tiers,  whose  prices  were  not  rising,  further  squeezed 
consumers. ''0 

3.  Monopoly  rents 

Abusive  pricing  behavior  is  one  direct  measure  of  a  failure  of  market  performance. 
Excessive  profitability  is  another  such  measure.  Our  analysis  of  both  cable  industry 
behavior  and  market  prices  for  cable  systems  (the  ratio  of  sales  price  to  what  it 
would  cost  to  build  a  system  from  scratch)  has  shown  the  clear  existence  of  monop- 
oly rents.  71 

Table  rV-2  shows  estimates  of  the  transactions  price  for  cable  systems  compared 
to  estimates  of  reproduction  costs.  There  is  no  doubt  that  there  was  a  tremendous 
increase  in  q  ratios  after  deregulation. 

TABLE  IV-2.— ESTIMATES  OF  SALES  PRICE  AND  REPRODUCTION  COST  FOR  CABLE 
SYSTEMS  BEFORE  AND  AFTER  DEREGULATION  i 


Year 


1977  . 
1978. 
1979  . 
1980. 

1981  . 

1982  , 

1983  , 
1984. 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 


Reproduction 


2-645 


3  400  to  723 

<603 

5  480  to  500 

6614 


iKagafi  Associates  Inc.,  Cable  TV  Master  Database,  various  issues. 

2  H.L.  Vogel,  Entertainment  Industry  tconomics  (Cambridge  University  Press,  Cambndge,  1986).  ..   ^^  , 

3Shooshan  and  Jackson,  Opening  the  Broadband  Gateway:  The  Need  for  Telephone  Company  Entry  Into  the  Video  Services  Marketplace, 
October  1987. 
*Shoo«han  and  Jackson,  Measuring  Cable  Industry  Market  Power,  March  2,  1990.  ,  „    .    .,  „    ^  ,„„„> 

Heland  L.  Johnson  and  David  P.  Reed,  Residential  Broadband  Services  By  Telephone  Companies?  (Santa  Monica,  Rand,  1990). 
6  [Editor's  note:  No  text  given  for  footnote  6  in  original  manuscript.) 

Thfse  numbers  show  that  at  the  time  of  deregulation  systems  were  being  sold  at 
about  1.5  time  what  it  would  cost  to  build  them  from  scratch.  This  ratio  rose  stead- 
ily until  1990,  when  systems  were  selling  at  over  three  times  their  reproduction 
cost. 


69Celia  Conrad,  "Choosing  Cable  Programming  Services,"  Cable  TV  and  News  Media,  4:9 

70  Soon  after  deregulation,  the  industry  was  focused  on  the  value  approach  to  selling: 

If  we  go  out  and  sell  the  value  of  the  product,  then  we  can  all  stop  worrying  about 
pricing  *  *  *  operators  concentrate  on  persuading  consumers  that  cable  is  more  valuable 
than  the  rates  being  charged  ("How  to  Raise  Rates  and  Survive,"  Broadcasting,  Na- 
tk)nal  Cable  Television  Association,  1987). 

71  Direct  estimates  of  price  cost  margins  are  virtually  non-existent.  Robert  Rubinovitz  {Market 
Power  and  Price  Increases  for  Basic  Cable  Service  Since  Deregulation,  (Economic  Analysis  Regu- 
latory Group,  Department  of  Justice,  August  6,  1991),  finds  thait  about  half  of  the  price  increases 
since  1984  are  due  to  the  exercise  of  market  power. 
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This  means  that  if  entrepreneurs  could  simply  enter  the  market  and  put  up  com- 
peting systems,  they  could  do  so  at  a  much  lower  cost.  Needless  to  say,  if  competi- 
tors could  actually  enter  the  market,  there  is  no  way  that  incumbent  firms  could 
command  such  a  premium  price  for  their  systems. 

In  the  cable  industry,  entry  is  extremely  difficult.  Incumbents  hold  a  franchise 
and  they  resist  over-building  with  a  vengeance.'^s  Moreover,  even  if  a  potential  en- 
trant exists,  the  integrated  nature  of  the  industry  denies  that  entrant  access  to  pro- 
gramming, which  is  necessary  to  compete. ''a  The  best  and  most  direct  interpretation 
of  Tobin's  q  in  this  case  is  that  it  represents  a  massive  monopoly  premium,  earned 
by  cable  operators  who  possess  market  power. 

C.  THE  INDUSTRY  VIEW 

1.  System  growth 

Industry  analysts  have  developed  a  convoluted  theory  to  try  to  explain  away  the 
evidence  of  market  failure  and  to  claim  that  any  reregulation  of  the  industry  would 
cause  it  to  decline  and  hurt  consumers. '?'*  Regardless  of  the  failure  of  competition 
to  develop,  they  argue  that  price  increases  were  necessary  to  support  quaUty  in- 
creases. These  are  of  value  to  consumers,  as  evidenced  by  their  willingness  to  pay. 
Willingness  to  pay  is  demonstrated  by  increases  in  subscribers,  in  spite  of  increasing 
prices. 

The  theory  is  based  on  three  fundamental  assumptions: 

1)  There  is  little  or  no  relationship  between  increasing  system  size  (homes 
passed)  and  increasing  numbers  of  subscribers. 

2)  There  is  no  relationship  between  increasing  income  and  numbers  of  subscrib- 
ers. 

3)  The  cable  legislation  (now  the  1992  Cable  Act)  would  roll  rates  back  to  1984 
levels,  but  since  every  penny  of  those  rate  increases  were  necessary  to  achieve 
improved  quality,  consumer  welfare  would  be  reduced. 

To  evaluate  these  studies  the  key  question  that  must  be  answered  is  whether  or 
not  a  natural  process  of  system  growth  would  account  for  the  growth  of  the  system 
during  a  period  of  rising  prices.  The  key  characteristics  that  must  be  discounted  are 
system  size  (homes  passed)  and  income. 

How  can  the  cable  industry  interpretation  of  the  facts  differ  so  dramatically  from 
the  apparent  trends  discussed  above?  The  industry  focuses  not  on  the  fact  that 
growth  has  slowed,  but  on  marginal  changes  in  penetration. 

In  the  three  years  before  deregulation,  cable  systems  passed  19.3  million  more 
homes,  but  added  only  11.2  million  new  subscribers.  In  the  first  five  years  after  de- 
regulation, the  system  passed  22.5  million  more  homes,  but  added  15.1  million  new 
subscribers.  This  compares  the  Reagan  recession  with  a  period  of  strong  economic 
growth. 

To  take  a  more  balanced  view,  in  the  9  years  before  deregulation,  cable  systems 
added  32  million  subscribers,  but  they  passed  56  million  additional  homes.  In  the 
seven  years  since  deregulation,  they  added  19.5  million  subscribers,  but  passed  only 
27.5  million  new  homes.  At  the  margin,  more  subscribers  were  added.  The  increas- 
ing "capture"  of  potential  subscribers  is  the  key  for  the  authors.  However,  we  have 


■^2  Senate  Conunittee  Report  at  13-14;  House  Committee  Report  at  45;  Noam,  1984,  op.  cit., 
at  15. 

■^3  Senate  Committee  Report  at  24-24;  House  Committee  Report  at  40-43  and  House  floor  de- 
bate on  the  Tauzin  amendment,  op.  cit. 

■'■♦For  these  piu-poses  we  focus  on  the  eleventh  hour,  anti-cable  legislation  studies  by  John 
Woodbury,  et  al..  Assessing  the  Effect  of  Rate  Deregulation  on  Cable  Subscribers  (ICF  Consulting 
Associates,  May  3,  1990)  and  Carl  E.  Hunt,  Analysis  of  Proposed  Federal  Cable  Legislation,  Au- 
gust 24,  1992. 

The  Hunt  Study  done  for  TCI  is  based  on  the  premise  that  the  rate  increases  achieved  by 
the  sale  of  cable  systems  are  based  on  legitimate  costs  and  have  failed  to  render  cable  systems 
profitable.  This  will  put  pressure  on  regulators  to  raise  rates  to  ensure  adequate  returns  to  cable 
owners.  Given  this  fact,  any  technological  or  institutional  changes  caused  by  legislation  will  re- 
sult in  additional  costs  passed  through  to  consumers.  Among  the  major  costs  calculated  by  the 
author  are  retransmission  fees,  addressability  costs,  and  returns  to  regulated  cable  industry  in- 
vestment. 

These  two  papers  are  flip  sides  of  the  same  coin.  The  ICF  paper  purports  to  estimate  the  ben- 
efit of  deregulation,  which  would  turn  into  costs  of  reregulation.  The  TCI  paper  purports  to  dem- 
onstrate the  additional  costs  from  reregulation.  They  snare  a  fundamental  premise — that  every 
penny  of  rate  increase  since  deregulation  was  necessary  to  the  technological  progress  and  finan- 
cial stability  of  the  industry. 
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seen  that  the  differences  in  capture  rates  are  not  very  large  and  this  is  part  of  the 
maturation  process. 

Our  hypothesis  is  supported  by  more  than  this  macro  data.  It  is  most  ironic  to 
find  that  the  authors'  own  econometric  analysis  substantiates  this  point.  In  every 
specification  to  predict  the  numbers  of  subscribers,  the  size  of  the  cable  system  is 
strongly  related  to  homes  passed.  At  a  minimum,  the  increase  in  the  number  of 
homes  passed  accounts  for  three-quarters  of  the  increase  in  subscribers. 

Nor  can  the  industry  salvage  its  argument  by  asserting  that  more  homes  were 
passed  as  a  result  of  deregulation.  The  annual  growth  rate  of  homes  passed  was 
larger  before  deregulation  than  after.  Even  in  absolute  terms,  more  homes  were 
passed  per  year  prior  to  deregulation  than  after. 

We  reach  a  similar  conclusion  about  income  effects.  Both  macro  and  micro  evi- 
dence suggests  that  cable  TV  service  is  positively  related  to  income — as  people  get 
richer  they  buy  more  of  it.  Selective,  unrepresentative  samples  have  been  used  to 
obscure  this  fact.'?^  The  bottom  line  is  that  there  is  overwhelming  evidence  that  in- 
come elasticities  are  in  the  range  of  .5  to  1.0. 

2.  Tobin's  q 

After  first  attempting  to  deny  that  Tobin's  q  had  grown  dramatically,  the  cable 
industry  fell  back  on  efforts  to  justify  the  increase.^e  Some  of  these  arguments  are 
similar  to  those  recently  put  forward  in  an  effort  to  argue  that  deregulation  in- 
creased quality. 

These  q  ratios  cannot  be  explained  away,  however,  except  by  monopolistic  pricing. 

First,  a  great  deal  of  evidence,  in  addition  to  Tobin's  q  ratios,  suggests  the  exer- 
cise of  market  power.  This  includes  increasingly  concentrated  markets,  direct  evi- 
dence of  anti-competitive  activity  (including  refusals  to  deal,  efforts  to  obtain  exclu- 
sivity), and  anti-consumer  behavior  (including  activities  such  as  efforts  to  impose 
negative  check-offs  and  tie-in  sales).'?? 

Moreover,  the  precipitous  rise  in  the  ratio  afi;er  deregulation  strains  the  credibil- 
ity of  alternative  explanations.  One  must  accept  a  dramatic  rise  in  good  will  and 
management  skills  or  research  and  advertising  after  deregulation  to  buy  these  argu- 
ments. Given  the  failure  of  the  cable  industry  to  deliver  on  many  of  its  service 
promises,  it  is  hard  to  accept  the  good  will  or  management  arguments.^e  The  nature 
of  programming  did  change  after  deregulation  and  penetration  did  increase,  but,  as 
discussed  above,  there  is  no  evidence  to  support  the  industry's  claim  that  this  re- 
quired the  massive  increases  in  rates  that  have  sustained  the  run  up  in  cable  sys- 
tem sales  prices. 


•75  The  industry  has  run  a  regression  analysis  on  a  small  sample  of  systems  to  demonstrate 
that  there  is  no  significant  relationship  between  income  and  subscribers  or  penetration  rates. 
However,  their  sample  was  not  representative  of  the  nation.  The  average  income  in  the  sample 
in  1984  was  $34,149  while  it  was  $34,107  for  1989.  Thus,  the  empirical  result  suggests  a  declin- 
ing income,  when  for  the  nation  as  a  whole,  it  was  rising. 

Moreover,  the  standard  deviation  for  income  was  about  $6,830  in  1989  and  $7,299  in  1989. 
This  means  that  approximately  95  percent  of  all  households  had  incomes  between  $21,000  and 
$47,000.  In  the  population  at  large  less  than  66  percent  of  the  population  falls  in  this  range. 
If  you  have  a  sample  with  a  restricted  income  distribution,  you  are  likely  not  to  find  the  true 
income  effect. 

It  should  also  be  noted  that  the  sample  is  not  representative  of  the  nation  on  the  penetration 
variable.  On  an  unweighted  basis,  the  penetration  rate  in  their  sample  is  very  high  in  1984 
(59  2  percent)  and  exhibits  almost  no  growth  by  1989  (60.7  percent).  On  a  weighted  basis,  the 
sample  is  low  in  1984  (54.1  percent)  and  shows  little  growth  by  1989  (55.2  percent).  The  na- 
tional numbers  were  56.5  percent  and  61.5  percent.  The  absence  of  income  variation  and  the 
absence  of  growth  in  the  total  sample  could  well  have  combined  to  give  a  result  not  representa- 
tive of  the  nation.  ,  .  ,    •     ,   J  1 

Interestingly,  when  the  authors  do  the  most  straightforward  analysis,  which  includes  only  sys- 
tems that  were  regulated  in  1984  and  deregulated  in  1989,  they  show  a  substantial  income  ef- 
fect, with  a  T-statistic  larger  than  one.  The  income  elasticity  is  .75  (a  1  percent  increase  in  in- 
come is  associated  with  a  .75  percent  increase  in  subscribers). 

■76Shooshan  and  Jackson,  Measuring  Cable  Market  Power:  Recent  Developments,  December 
1988,  S.J.  Grossman,  On  the  Misuse  of  Tobin's  Q  To  Measure  Monopoly  Power,  February  26, 
1990. 

77  Senate  Committee  Report  at  4-23;  House  Committee  Report  at  26-38. 

78  "Television,"  Consumer  Reports,  Sept.  1991. 
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Part  3. — Rate  Regulation  Under  the  Cable  Act 
V. — Detailed  Regulation  in  the  Cable  Act 

A.  the  fundamental  regulatory  constraint  on  rates 

At  the  heart  of  the  Act  is  a  plan  for  rate  regiilation.  It  is  extremely  important 
in  crafting  a  regulatory  scheme  to  understand  not  only  the  general  principles,  as 
discussed  above,  but  also  the  ultimate  constraints  on  rates  for  all  categories  of  serv- 
ice. Congress  identified  three  sets  of  overarching  constraints  on  rates  which  bind  the 
regulation  of  rates  together. 

•  It  set  limits  on  how  joint  and  common  costs  can  be  allocated  between  services. 

•  It  established  limits  on  the  profitability  of  basic  services,  with  a  consideration 
of  the  overall  profitability  of  the  cable  operator. 

•  It  insisted  that  the  retiering  of  services  not  do  harm  to  the  public,  as  defined 
under  the  Act. 

1.  Joint  and  common  costs 

It  is  well  known  in  the  economic  literature  that  a  monopolist  or  any  seller  pos- 
sessing market  power  will  seek  to  price  goods  and  services  to  recover  the  largest 
share  of  costs  on  those  goods  and  services  which  face  the  least  competition  and  have 
the  lowest  elasticity  of  demand.  This  will  lead  to  the  highest  rate  of  profit  overall. 
In  fact,  it  is  recognized  that  even  where  the  overall  level  of  profit  is  regulated,  the 
seller  will  still  seek  to  price  in  a  similar  manner,  if  for  no  other  reason  than  to  face 
less  market  discipline. 

The  Conference  Report  makes  it  clear  that  this  tendency  was  to  be  counteracted 
by  the  Commission.  It  requires  the  Commission  to  prevent  the  miscategorization  of 
direct  costs  for  non-basic  services  as  joint  and  common  costs. 

Direct  costs  of  providing  non-basic  cable  services  are  not  considered  joint 
and  common  costs  and  are  not  recovered  in  the  rates  charged  for  basic  cable 
service. '79 

It  established  principles  to  guide  the  allocation  of  true  joint  and  common  costs 
that  sought  to  minimize  the  burden  on  basic  service. 

Joint  and  common  costs  are  recovered  in  the  rates  of  all  cable  services.^o 

After  scrupulous  separation  of  the  direct  cost  of  services,  the  allocation  of  joint 
and  common  costs  to  basic  service  would  have  an  upper  limit  set  by  the  per  channel 
allocator. 

The  basic  cable  tier  should  not  be  required  to  bear  a  larger  portion  of  the 
joint  and  common  costs  than  would  be  allocated  on  a  per  channel  basis.si 

The  law  does  not  necessarily  intend  that  joint  and  common  costs  be  re- 
covered on  a  per  channel  basis. 82 

The  reasons  that  the  Commission  can  go  below  the  limit  of  a  per  channel  alloca- 
tion include  the  presence  of  public,  educational,  governmental  and  leased  access 
channels  on  the  basic  tier,  as  well  as  the  possibility  that  the  Commission  would  de- 
cide as  a  "policy  matter  to  keep  the  rates  for  basic  service  as  low  as  possible." 

While  there  would  appear  to  be  social  reasons  for  choosing  to  allocate  joint  and 
common  costs  to  the  basic  tier  resulting  on  a  less  than  per  channel  basis,  we  believe 
there  is  also  an  economic  reason.  The  nature  of  the  engineering  and  design  of 
multiproduct  systems  is  such  that  the  most  demanding  service  sets  the  technical 
level  to  which  the  system  must  rise.  It  is  extremely  difficult  to  sort  these  cost-causa- 
tive factors  out  in  cost  allocation,  but  we  believe  that  the  technical  sophistication 
of  cable  systems  is  not  driven  by  the  demands  of  basic  services;  it  is  driven  by  non- 
basic  services. 

The  monopolist's  tendency  to  allocate  all  the  joint  and  common  costs  to  the  inelas- 
tic basic  service  tier  and  then  price  unregulated  services  at  the  margin  is  explicitly 
rejected  in  the  Act.  The  regulated  basic  tier  must  not  be  permitted  to  serve  as  the 
base  that  allows  for  marginal  cost  pricing  of  unregulated  services. 

It  is  crucial  here  to  note  that  the  confpi-ees  cast  these  principles  in  the  broadest 
terms  possible  to  reach  unregulated  services.  While  the  Act  explicitly  and  directly 
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regulates  basic  services  and  cable  programming  services,  in  the  discussion  of  basic 
rates  in  §  623(b),  it  precludes  the  misallocation  of  direct  costs  for  all  non-basic  serv- 
ices and  unregulated  services.  In  contrast,  the  discussion  of  cable  programming 
services  in  §  623(c)  clearly  excludes  per-program  and  per-channel  services.  By  using 
very  broad  terms  in  623(b)  and  explicitly  narrowing  the  considerations  in  623(c),  the 
Congress  cast  a  very  wide  net  in  623(b).  This  is  especially  important  in  the  consider- 
ation of  profitability  which  is  discussed  in  the  next  section. 

2.  Profitability 

We  have  already  pointed  out  the  close  linkage  between  reasonable  profits  and 
prices  through  the  preclusion  of  monopoly  profits.  The  Conference  Report  goes  some- 
what farther.  The  conference  explicitly  expanded  the  consideration  of  profit  from 
solely  profits  on  basic  services  to  a  much  broader  view. 

The  language  concerning  "reasonable  profit"  was  amended  to  strike  "on 
the  provision  of  the  basic  service  tier"  and  to  substitute  "consistent  with  the 
Commission's  obligations  to  subscribers"  to  ensure  that  rates  are  reason- 
able.83 

While  "cable  operators  are  entitled  to  earn  a  reasonable  profit,"  these  profits  must 
be  "consistent  with  the  goal  of  ensuring  that  rates  to  consumers  are  reasonable." 
The  Conference  Report  makes  it  clear  that  profits  on  all  services  can  be  considered. 

Further,  the  changes  included  in  the  conference  agreement  would  allow 
the  Commission  to  examine  the  profit  earned  by  the  cable  operators  on 
other  cable  services  as  well  as  the  profit  earned  on  the  basic  cable  service 
tier  in  determining  whether  the  rates  for  the  basic  service  tier  are  reason- 
able. The  intention  of  this  change  is,  once  again,  to  protect  the  interests  of 
the  consumers  of  basic  cable  service.s-* 

While  the  examination  of  profits  falls  short  of  a  full  regulatory  scheme  of  rate- 
base,  rate-of-retum  regulation  in  which  a  revenue  requirement  is  set  across  all  serv- 
ices, this  discussion  does  suggest  revenue  restraint  across  all  services. 

For  example,  suppose  the  Commission  observes  high  rates  for  basic  service,  but 
low  profits  there  because  high  costs  are  allocated  to  basic.  This  could  occur  if  basic 
is  composed  of  a  large  number  of  channels  with  low  value  programming  and  a  per 
channel  allocator  for  common  costs  is  used.  At  the  same  time,  the  Commission  could 
observe  high  profits  on  pay-per-view  service,  but  low  costs  allocated  there.  It  could 
also  observe  unreasonable  profits  system-wide.  It  could,  under  this  provision,  order 
a  reallocation  of  costs  from  basic  to  other  cable  services  and  lower  basic  rates,  with 
a  reduction  of  the  overall  profitability  of  the  cable  operator. 

3.  Retiering 

The  concern  with  manipulation  of  cost  and  profit  is  reemphasized  in  the  Act  and 
Conference  Report  with  the  prohibition  on  evasion  through  retiering.  What  the  cable 
operators  are  prevented  from  achieving  by  the  shifting  of  costs  in  §  §  623  (b)  and  (c), 
they  are  ^so  prevented  from  achieving  by  the  manipulation  of  quality  in  the  basic 
tier  in  §  623(h). 

The  conferees  recognize  that  many  cable  operators  have  shifted  cable  pro- 
grams out  of  the  basic  service  tier  into  other  packages  and  that  this  prac- 
tice can  cause  subscribers'  rates  for  cable  service  to  increase.  The  conferees 
are  concerned  that  such  retiering  may  result  in  the  evasion  of  the  Commis- 
sion's regulations  to  enforce  the  bill.  The  conferees  expect  the  Commission 
to  adopt  procedures  to  protect  consumers  from  being  narmed  by  any  such 
evasions.  85 

If  the  shifting  of  service  between  tiers  results  in  excessive  increases  in  rates  for 
a  set  of  services  previously  considered  basic,  or  of  profits  above  reasonable  levels  (on 
basic  services,  or  overall),  then  those  rates  must  be  rolled  back.  Whether  the 
retiering  occurred  in  the  past  or  takes  place  in  the  future  does  not  matter.  It  is  the 
condition  of  excessive  rates  and  unreasonable  profitability  which  Congress  pin- 
pointed as  the  wrongs  that  must  be  righted. 

B.  THE  DETAILS  OF  RATE  REGULATION 

At  the  most  concrete  level,  the  Act  specifies  approaches  to  the  handling  of  specific 
categories  of  costs  and  factors  to  be  considered  in  the  setting  or  overturning  of  rates. 


83  Conference  Report  at  63. 
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As  Table  V-1  shows,  there  are  essentially  three  categories  of  services— basic  serv- 
ices, cable  programming  services,  and  other  services  (including  at  least  per-channel 
and  per-program  services).  Each  of  these  is  subject  to  its  own  specific  form  of  regula- 
tion. 
1.  Per-channel  or  per-program  services 

We  deal  with  these  services  first  since  they  are  the  most  easily  handled.  Except 
for  the  prohibition  on  cost  shifting  and  marginal  cost  pricing,  the  Act  prohibits  regu- 
lation of  these  services.  These  services  must  cover  their  direct  costs  and  make  a  con- 
tribution to  joint  and  common  costs  (they  cannot  be  priced  as  purely  marginal  serv- 
ices). In  the  context  of  reasonable  rates  for  basic  service,  the  profitabihty  of  these 
services  can  be  considered. 

TABLE  V-1.— DETAILS  OF  RATE  REGULATION  APPLIED  TO  CATEGORIES  OF  SERVICES 


Regulatory  consideration 


Specific  rate  standard 

Rates  on  systems  subject  to  comp 

Advertising  and  other  revenue 

Joint  and  common  cost 


Direct  costs 


Profit 


Rate  comparisons 


Categories  ot  services 


Basic  service 


Reasonable 

Considered 

Considered 

No  more  than  per  chan- 
nel. 

Basic  tier  programming; 
Fees/taxes,  franchise 
obligations. 

Actual  cost  for:  equip- 
ment, installation, 
changes  in  service. 

Reasonable 


No  mention 


Cable  programming 


Not  unreasonable  

Considered 

Considered 

Capital  and  operating 

considered. 
Capital  and  operating 


Other  factors j  No  mention 


Profitability  consistent 
with  the  goal  of  en- 
suring that  rates  to 
consumers  are  rea- 
sonable. 

Mandated:  similarly  situ- 
ated history  rates  as 
a  whole  (except)  per- 
channel/program. 

Considered 


Per-channel,  per-program 


No  mention. 
No  mention. 
No  mention. 
More  than  direct. 

No  cost  shifting. 


Profitability  consistent 
with  the  goal  of  en- 
suring that  rates  to 
consumers  are  rea- 
sonable. 

No  mention. 


No  mention. 


2.  Basic  services 

Basic  services  are  regulated  with  the  greatest  detail.  As  noted  above,  rates  for 
basic  services  must  be  reasonable.  The  Commission  has  the  affirmative  obUgation 
to  ensure  that  this  is  the  case. 

In  regulating  the  rate  for  the  basic  service  tier,  the  Commission  is  supposed  to 
reduce  the  administrative  burden  in  carrying  out  its  fundamental  obligation  (as  dis- 
cussed above).  It  may  do  so  by  formula,  but  it  must  take  into  account 

•  rates  on  systems  subject  to  competition; 

•  direct  costs  of  programming; 

•  the  reasonable  and  proper  allocation  of  joint  and  common  costs  (as  discussed 
above); 

•  revenues  received  by  cable  operators  from  advertising  and  other  consideration; 

•  the  reasonable  and  proper  allocation  of  local  and  state  fees  and  taxes; 

•  the  cost  of  franchise  required  pubUc,  educational  or  government  channels  or 
other  franchise  services;  and 

•  reasonable  profits  (as  discussed  above). ss 

Thus,  the  law  identifies  six  categories  of  cost/revenue.  Rates  can  generally  be  esti- 
mated as  follows: 


86§623(b)(2Xc). 
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Rates  =  Direct  Cost  +  Franchise  Cost  +  Reasonable  and  Proper  Allocations 
of  Joint  and  Common  Costs,  Fees  and  Taxes  +  Reasonable  Profits  —  Adver- 
tising Revenue  and  Other  Consideration 

In  the  Conference  Report's  discussion  of  the  allocation  of  fees  and  taxes  reference 
is  made  to  the  allocation  of  joint  and  common  costs.  That  discussion  is  relevant  here 
as  well. 

The  Conference  also  made  it  clear  that  the  consideration  of  advertising  revenue 
and  other  consideration  obtained  by  cable  operators  was  intended  to  help  keep  rates 
low  for  basic  services.  Therefore,  we  subtract  these  revenues  from  basic  service 
rates. 

Congress  did  not  stop  there,  however.  It  did  not  intend  that  cable  operators  can 
simply  generate  high  levels  of  cost  and  pass  them  through  to  subscribers.  The  goal 
was  to  achieve  competitive  market  outcomes. 

The  comparison  with  systems  subject  to  competition  ensures  that  the  efficiency- 
enhancing  characteristics  of  competition  are  recognized  in  Commission  regulation. 
That  is,  firms  not  subject  to  competition  may  be  inefficient,  thereby  generating  large 
costs,  but  the  goals  of  the  Act  are  not  satisfied  if  the  Commission  just  ratifies  these 
inefficient  costs.  The  Congress  wants  subscribers  to  pay  no  more  than  would  prevail 
if  competition  were  prevalent.  It  has  told  the  Commission  to  build  this  dynamic  fac- 
tor into  its  regulation. 

3.  Rates  for  cable  programming  service 

Cable  programming  services  are  the  third  category  of  services  identified  in  the 
law  which  are  involved  in  the  overall  plan  of  rate  regulation.  Thev  are  directly  regu- 
lated through  a  complaint  procedure.  There  are  some  ways  in  which  the  regulatory 
scheme  applied  to  these  services  is  identical  to  that  for  basic  services,  some  which 
are  similar,  and  some  which  are  different. 

Cable  programming  services  are  subject  to  the  identical  treatment  as  basic  pro- 
gramming in  terms  of  the  Act's  requirement  of  a  comparison  with  systems  subject 
to  effective  competition.  Since  competition  is  the  key  economic  standard  embraced 
by  the  Congress  in  the  Act's  goals  section  and  it  is  reiterated  in  the  regulatory  sec- 
tion, this  is  a  major  factor  that  should  be  considered  by  the  Commission. 

Cable  programming  services  are  also  subject  to  the  same  regulatory  approach 
when  it  comes  to  taking  advertising  revenue  and  other  consideration  into  account. 
Congress  clearly  intended  for  these  sources  of  revenues  to  diminish  the  burden  on 
subscribers. 

Areas  of  similarity  involve  profitability,  cost  and  the  rate  standard.  Unlike  basic 
services,  the  profitability  of  cable  programming  services  is  not  directly  the  subject 
of  regulation.  However,  as  discussed  above,  profitability  of  these  services  is  con- 
strained by  the  overarching  determination  that  cable  operator  profits  should  only 
be  reasonable  and  that  the  rate  of  profit  on  non-basic  services  should  be  taken  into 
account  in  determining  basic  rates. 

The  regulatory  approach  to  cable  programming  services  identifies  two  broad  cat- 
egories of  cost — capital  and  operating  costs — to  be  taken  into  account  in  regulating 
these  services.  These  are  broad  categories  which  encompass  the  detailed  categories 
identified  for  basic  services. 

The  rate  standard  for  cable  programming  services  is  flipped  over,  compared  to 
basic  services.  Whereas  rates  for  basic  services  must  be  reasonable,  rates  for  cable 
programming  services  cannot  be  unreasonable.  The  economic  and  legal  definition  of 
reasonable  and  unreasonable  are  two  sides  of  the  same  coin.  If  Congress  had  in- 
tended for  a  not  unreasonable  rate  to  be  higher  than  a  reasonable  one,  it  certainly 
would  have  chosen  a  different  word.  The  difference  appears  to  be  in  the  process  for 
determining  the  line  of  reasonableness  and  the  factors  considered. 

This  is  where  the  differences  between  basic  service  and  cable  programming  serv- 
ices come  into  play.  First,  while  the  Commission  has  the  pro-active  obligation  to  en- 
sure that  rates  for  basic  service  are  reasonable,  it  has  the  reactive  task  of  determin- 
ing where  rates  for  cable  programming  services  are  unreasonable.  The  burden  of  ini- 
tiating the  process  of  rate  determination  falls  on  intervenors  in  the  case  of  cable 
programming  services. 

Second,  in  addition  to  the  differences  of  cost  analysis  and  profit  review  identified 
above,  the  Commission  is  required  to  consider  a  number  of  other  factors  in  deter- 
mining whether  a  rate  for  cable  programming  services  is  unreasonable.  It  must  con- 
sider 

•  rates  charged  by  similarly  situated  systems; 

•  the  historical  pattern  of  rate  increases; 
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•  the  overall  pattern  of  rates  (except  those  for  per-program  or  per-channel  serv- 
ices); and 

•  other  factors. 87 

Congress  outlined  detailed  cost  factors  to  arrive  at  reasonable  rates  for  basic  serv- 
ices; general  cost  and  other  factors  to  arrive  at  unreasonable  rates  (by  complaint) 
for  cable  programming  services;  and  key  cost  allocators  and  an  overall  consideration 
of  profits  for  unregulated  services.  Congress  prefers  a  competitive  standard  if  one 
can  be  found,  but  if  regulation  is  necessary,  it  should  be  cost-based  and  minimize' 
the  administrative  burden  on  subscribers  to  basic  service. 

VI.— A  Practical  Approach  to  Cable  Rate  Regulation  Under  the  Act 

A.  IMPLEMENTING  COST-BASED  REGULATION 

This  section  describes  the  approach  that  the  Commission  should  take  to  imple- 
menting the  rate  regulation  provisions  of  the  1992  Cable  Act.  The  practical  problem 
of  implementing  the  type  of  cost-based  regulatory  scheme  enacted  by  Congress  can 
best  be  handled  through  the  regulatory  system  described  below. 

1.  Effective  competition 

As  pointed  out  in  Section  II  supra,  the  Congress  directed  the  Commission  to  rely 
on  price  comparisons  between  monopoly  cable  systems  and  systems  subject  to  effec- 
tive competition  if  it  can.  Unfortunately,  for  the  foreseeable  future  the  Commission 
will  not  be  able  to  do  so  for  lack  of  a  sufficient  number  of  examples. 

To  move  toward  this  goal,  the  Commission  must  first  identify  situations  where  ef- 
fective competition  exists.  Effective  competition  is  both  the  ultimate  objective  of  the 
Act  and  a  regulatory  standard  invoked  for  both  basic  services  and  cable  program- 
ming services. 

The  Commission  will  find,  at  least  until  the  procompetitive  provisions  of  the  Act 
have  had  an  opportunity  to  take  effect,  that  effective  competition,  as  defined  in  the 
law,  is  virtually  non-existent.  By  most  counts,  less  than  1  percent  of  all  cable  sys- 
tems are  competitive. 

Nevertheless,  attention  to  the  behavior  of  even  the  small  number  of  systems  sub- 
ject to  competition  is  important  in  the  near  term.  First,  the  Commission  should  de- 
velop analytic  approaches  for  understanding  how  these  systems  price  services,  what 
their  profitability  is,  etc.  As  the  number  of  systems  subject  to  competition  grows, 
the  Commission  may  ultimately  be  able  to  use  effective  competition  as  a  broad  regu- 
latory tool. 

Second,  the  behavior  of  these  competitive  cable  systems  provides  a  very  important 
picture  of  how  prices  should  be  set.  Even  as  general  guides,  competitive  market 
forces  provide  the  best  standard  for  judging  pricing  behavior. 

2.  Cost-regulation 

Since  effective  competition  is  lacking,  the  Commission  should  begin  to  implement 
a  system  of  cost-based  regulation.  We  call  this  detailed-cost-based  regulation.  Speci- 
fying such  a  system  will  be  difficult,  however.  Accounting  practices  across  the  cable 
industry  are  not  uniform,  circumstances  vary,  and  methodologies  are  lacking  in  the 
short  term. 

If  effective  competition  fails  to  materialize,  the  Commission  is  charged  with  insti- 
tuting a  system  of  regulation  that  relies  on  a  detailed  identification  and  allocation 
of  cost  for  basic  services,  and  a  general  analysis  of  cost  and  other  factors  for  cable 
programming  services.  That  system  would  include  not  only  the  six  categories  of  cost 
identified  in  the  Act,  but  also  some  standard  by  which  to  measure  profitability  of 
basic  services,  as  well  as  the  overall  profitability  of  cable  operators. 

Developing  this  cost  methodology  will  be  a  formidable  task.  The  cable  industry 
was  not  regulated  on  a  generally  uniform  cost-basis  prior  to  deregulation  in  1984 
and  it  has  not  been  subject  to  reporting  or  accounting  requirements  since.  We  be- 
lieve the  Commission,  through  its  data  gathering  activities,  should  develop  regu- 
latory approaches  that  allow  general  categories  of  cost  to  be  identified  and  reported. 
As  the  Commission  becomes  more  familiar  with  the  cost  characteristics  of  different 
types  of  systems,  it  can  develop  a  relatively  easily  implemented  cost  manual.  We 
believe  that  there  is  an  alternative  that  can  readily  be  applied  while  the  Commis- 
sion develops  its  detailed  cost-based  approach. 


87  §  623(c)(2). 
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3.  Formulaic,  global  cost-based  regulation 

We  recommend  that  the  Commission  commence  with  a  strategy  which  reUes  on 
a  global  formulaic  cost  approach  to  rate  regulation,  while  it  develops  its  comparative 
competition  and  detailed-cost-based  methodologies. 

The  global  formulaic  cost  approach  need  only  remain  in  place  until  the  Commis- 
sion is  satisfied  that  it  has  adequate  information  to  pursue  one  of  the  preferred  al- 
ternatives. If  effective  competition  proliferates,  the  Commission  may  abandon  cost- 
based  methodologies  altogether.  If  market  power  persists,  the  Commission  could  as- 
sess whether  shifting  from  a  global-cost-based  system  to  a  detailed-cost-based  sys- 
tem is  in  the  public  interest,  given  the  goals  of  the  Act. 

Assuming  that  cost-based  regulation  of  some  form  remains  necessary,  the  Com- 
mission should  compare  the  results  of  the  global  and  detailed  approaches  to  cost- 
based  regulation  on  an  annual  basis.  This  could  be  accomplished  by  identifying  rep- 
resentative types  of  systems — representative  by  cost  characteristics  such  as  size, 
density  etc. — and  doing  detailed  analysis  of  a  small  number  of  systems. 

We  believe  that  the  Commission  nas  more  than  adequate  information  to  begin 
rate  regulation  with  a  global,  formulaic  approach  to  cost  estimation.  A  variety  of 
data  are  available,  including  detailed  information  on  rates  prior  to  deregulation, 
considerable  econometric  analysis  of  the  economic  and  cost-characteristics  of  the 
cable  industry,  and  studies  of  the  pricing  behavior  of  systems  subject  to  competition. 

A  global,  formulaic  approach  that  takes  these  types  of  data  into  account  and  al- 
lows challenges  from  either  side  will  be  reasonable  from  both  the  subscriber  and  op- 
erator point  of  view.  Rates  based  on  a  formulaic,  global  cost  approach  should  be  sub- 
ject to  challenge  as  too  high  or  too  low,  based  on  detailed  cost  information  presented 
by  subscribers/intervenors  or  cable  operators. 

B.  A  SPECIFIC  PROPOSAL  TO  ENSURE  REASONABLE  RATES 
1.  Establishing  basic  rates 

a.  Choosing  a  base  year 

The  global  formula  should  start  from  a  particular  cable  system's  rates  in  effect 
at  some  time  prior  to  deregulation.  A  case  can  be  made  for  either  1984,  when  the 
1984  Cable  Act  passed  Congress,  or  1986,  the  date  when  rate  deregulation  was  im- 
plemented. 

The  year  1984  may  be  preferable  to  1986  for  two  reasons.  First,  Congress  had  al- 
lowed for  automatic  5  percent  increases  for  1985  and  1986  that  were  not  related  to 
actual  changes  in  cost.  Second,  knowing  that  deregulation  was  coming,  operators 
may  have  been  gaming  the  system  between  1984  and  1986  in  a  forward-looking 
manner.  One  might  have  to  go  back  to  1983  to  avoid  this  gaming  effect. 

Rates  at  these  dates  can  be  assumed  to  be  reasonable  since  they  were  subject  to 
reflation,  or  local  authorities  had  not  chosen  to  regulate  (perhaps  because  of  the 
existence  of  competition).  It  should  be  recognized,  however,  that  even  these  rates 
may  not  be  reasonable,  by  the  cost-based  standards  that  Congress  imposed  in  the 
1992  Cable  Act.  Regulation  of  cable  rates  was  generally  not  based  on  cost-of-service 
regulation.  The  competitive  franchising  process  was  the  only  driver  of  rates.  How- 
ever, one  would  expect  the  bidding  process,  if  truly  competitive,  to  drive  proposed 
rates  toward  costs. ^s 

Under  no  circumstances  can  the  Commission  consider  a  base  year  after  1986,  as 
a  source  of  reasonable  rates.  After  1986,  deregulation  unleashed  the  exercise  of  mar- 
ket power  which  was  not  disciplined  by  either  regulation  or  competitive  market 
forces. 

b.  Choosing  an  escalator 

Starting  from  a  base  year  in  which  rates  were  reasonable,  the  Commission  should 
estimate  cost-based  increases,  taking  into  account  the  characteristics  of  the  indus- 
try. We  believe  that  the  Commission  should  establish  reasonable  1993  levels  using 
the  Gross  National  Product  Price  Index  (GNPPI),  applied  to  the  base  year  rates  for 
basic  service,  or  the  most  popular  service  tier,  where  appropriate. 

GNPPI  incorporates  normal  productivity  advances  in  tne  economy,  but  not  the 
unique  economic  dynamics  of  the  industry. 89  Therefore,  after  estimating  an  average 


S8  Given  the  Commission's  data  constraints,  we  have  intentionally  proposed  a  global  formulaic 
model  that  is  more  generous  to  cable  operators  than  Congress'  "reasonable"  or  not  "unreason- 
able" pricing  standard  should  allow  for.  However,  to  ensure  parallel  regulatory  treatment  for 
basic  tier  and  cable  programming  service,  and  until  detailed  cost  data  are  available,  we  beheve 
this  loose  global  formulaic  benchmark  generally  approximates  Congress'  goals. 

88  For  example,  if  a  steel  manufacturer  implements  a  new  process  and  drives  down  the  price 
of  steel,  this  vn\\  be  reflected  in  the  price  index.  This  is  true  of  every  sector  in  the  economy. 
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monthly  rate  in  1993,  the  Commission  should  then  divide  by  the  total  number  of 
activated  channels  on  the  particular  cable  system  available  in  1993  minus  channels 
leased  pursuant  to  §  9,  to  estabhsh  a  per  channel  rate.  Rates  should  be  lowered  to 
this  level. 

Before  the  per  channel  rate  is  calcxilated,  the  Commission  must  back  out  equip- 
ment costs,  if  they  had  been  included  in  rates  in  the  base,  prederegulation  year. 
These  costs  will  be  recovered  directly,  at  cost,  as  mandated  by  Congress.  See 
§  623(b)(3). 

By  escalating  the  monthly  rate  to  1993  and  then  calcvilatmg  the  per  channel . 
charge,  subscribers  receive  the  benefit  of  system  expansion,  which  had  been  the  case 
prior  to  deregulation  and  would  be  the  case  in  a  competitive  industry.  Moreover,  as 
we  have  noted  {see  Section  III  supra),  the  industry  exhibits  declining  marginal  costs 
per  channel,  making  it  inappropriate  to  simply  escalate  per  channel  rates  by  the 
GNPPI.  Such  an  approach  would  allow  vastly  excessive  rates  per  channel,  since  it 
disregards  the  declining  marginal  cost  of  adding  channels. 

c.  Future  rate  changes 

Once  the  base  year  level  of  reasonable  rates  is  identified,  the  Commission  should 
use  GNPPI  as  an  inflator.  However,  on  a  going  forward  basis  rates  should  be  ad- 
justed downward  to  take  account  of  any  growth  in  advertising  revenue  and  other 
contribution.  This  is  explicitly  required  in  the  Act.  An  industry-wide  index  can  be 
used  to  capture  future  growth  in  these  revenues. 

Moreover,  system  growth  should  continue  to  be  reflected  in  per  channel  rates  by 
spreading  all  costs  across  all  channels.  This  is  required  in  order  to  meet  three  ex- 
pUcit  dictates  in  the  Act  (as  described  in  Sections  II  and  V,  supra): 

•  Joint  and  common  costs  must  be  allocated  to  all  channels; 

•  no  marginal  cost  pricing  of  per  channel  or  per  program  services  is  allowed;  and 

•  rates  for  basic  services  should  be  kept  low. 

According  to  the  Act,  the  Commission  must  not  allow  operators  to  add  channels 
at  "incremental"  cost  only.  Any  additional  channels  must  be  able  to  bear  their  fair 
share  of  all  costs.  Adjusting  system  average  per  channel  charges  for  future  channel 
expansion  accomplishes  this.  If  channels  can  be  added  at  a  value  above  the  system 
average,  they  should  be  because  they  will  cover  their  costs.  This  is  what  Congress 
intended  by  economically  justifiable  expansion  in  §  2(b)(3). 

Moreover,  by  establishing  a  per  channel  rate  based  on  all  channels,  we  also  ac- 
count for  the  fact  that  cable  operators  bundle  access  to  non-basic  tiers  and  services 
in  the  basic  tier  price.  As  noted  in  Section  IV  supra,  this  bundUng  under  deregula- 
tion, without  effective  competition,  introduced  a  major  exploitative  factor  into  cable's 
price  structure.  Thus  we  believe  a  system-wide  per  channel  average  is  crucial  to  pro- 
tect consumers.  . 

It  should  also  be  noted  that  the  per  channel  approach  combined  with  the  indexing 
of  rates  to  GNPPI  leaves  major  incentives  for  cable  operators  to  provide  innovative 
new  services.  Successful  new  programming  can  generate  high  profits  (subject  to  the 
overall  profit  consideration).  Moreover,  we  recommend  utilizing  only  activated  chan- 
nels, not  total  channel  capacity,  to  ensure  a  reasonable  opportunity  to  recover  reve- 
nue. . 

In  other  words,  if  a  cable  operator  adds  an  active  channel,  it  must  recover  a  fair 
share  of  the  joint  and  common  costs  in  the  prices  charged  for  that  channel.  This 
is  accomplished  by  spreading  all  costs  across  the  new  (larger)  number  of  channels 
and  assuming,  the  operator  will  cover  the  system  average  price  per  channel.  It  could 
not  recover  these  costs  from  an  inactive  channel,  so  we  use  active  channels,  not  total 
capacity  in  our  formula.  Under  this  formulaic  approach,  the  operator  will  think 
carefully  about  Ughting  up  channels,  since  it  has  to  recover  costs.  At  the  same  time, 
under  the  formula,  the  operator  will  be  allowed  to  keep  the  profits,  earned  from  very 
successful  new  offerings. 

This  rate  would  be  a  cap  on  charges  for  channels  in  the  basic  tier.  Under  certain 
circumstances,  as  discussed  below,  the  operator  might  want  to  price  below  this  cap. 
Moreover,  there  are  adjustments  that  must  be  made  to  this  cap  and  other  con- 
straints on  pricing  that  must  be  taken  into  account  in  order  to  meet  the  dictates 
of  the  Act. 

Each  individual  sector  will  influence  the  overall  index  in  a  small  way  and  the  index  will  reflect 
the  economy-wide  productivity  improvements.  If  one  sector  does  very  much  better  than  others 
in  the  economy,  this  will  have  only  a  small  impact  on  the  overall  index. 
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B.  OTHER  CONSTRAINTS  ON  RATES 

Having  specified  an  approach  to  establishing  reasonable  basic  rates,  we  turn  to 
the  other  major  constraints  on  rates  required  by  Congress. 

1.  Unreasonable  rates  for  cable  programming  services  and  retiering  harm 

By  establishing  a  per  channel  limit  in  the  basic  tier,  cable  operators  will  have  an 
incentive  to  provide  a  very  thin  basic  tier,  if  they  think  they  can  move  programming 
to  another  tier  where  prices  are  not  constrained.  However,  in  the  other  tiers — cable 
programming  service—Congress  required  the  Commission  to  establish  similar  rate 
restraints.  These  rates  cannot  be  unreasonable  and  subscribers  cannot  be  harmed 
by  retiering  to  evade  the  intent  of  the  Act  (see  our  discussion  of  Congressional  in- 
tent in  Section  II  sura). 

In  order  to  implement  these  two  provisions  in  conjunction  with  a  global  formulaic 
approach,  we  believe  that  the  Commission  must  establish  a  clear  standard  by  which 
to  evaluate  retiering.  If  the  Commission  were  to  adopt  detailed  cost  based  regula- 
tion, this  would  be  less  of  a  concern,  since  careful  cost  allocation  would  have  sepa- 
rated cost  and  provided  the  public  with  a  much  greater  ability  to  identify  unreason- 
able rates  for  cable  programming  service. 

In  the  context  of  a  global  formulaic  approach,  which  utilizes  a  per  channel  aver- 
age, two  simple  standards  will  protect  the  public.  First,  the  Commission  should 
identify  the  set  of  services  which  consumers  have  traditionally  received  as  basic 
services.  By  traditional  we  mean  those  cable  programming  services — largely  cable 
networks  including  distant  signals — which  have  been  included  in  basic  service  or  ex- 
panded basic  service. 

We  recommend  identifying  the  maximum  number  of  programs  in  the  top  30  na- 
tionwide programs,  which  were  offered  by  the  cable  operator  in  the  basic  and  ex- 
panded basic  tiers. 90  This  standard  should  ensure  that  the  rates  subscribers  pay  for 
the  combination  of  basic  and  cable  programming  services  that  have  traditionally 
been  part  of  basic  service  (i.e.,  signals  that  shall  be  in  the  basic  tier  under  the  Act, 
plus  the  30  most  popular  national  cable  networks,  including  distant  signals)  does 
not  cause  harm. 

The  cap  would  be  calculated  as  the  per  channel  charge  multiplied  by  the  number 
of  channels  in  the  "traditional"  package.  As  long  as  the  bill  for  this  set  of  services 
is  below  the  cap,  no  retiering  harm  would  be  imposed  and  rates  would  not  be  unrea- 
sonable. Moreover,  the  operator  could  price  basic  services  below  the  per  channel 
index,  and  other  cable  programming  services  above  that  level,  so  long  as  the  charge 
for  basic  and  cable  programming  service,  added  together,  does  not  exceed  the  per 
channel  cap. 

In  other  words,  two  conditions  would  be  necessary  for  a  finding  of  retiering  harm 
or  unreasonable  rates  in  traditional  cable  programming  services.  Specific  program- 
ming services  would  have  to  be  priced  above  the  system  average  per  channel  index 
and  the  traditional  basic  service  package  cap  would  have  to  be  exceeded,  to  trigger 
regulatory  rate  reductions. 

This  approach  would  not  only  be  a  specific  and  easily  implemented  approach  to 
two  of  Congress'  primary  goals  in  the  Act — preclusion  of  retiering  harm  and  ease 
of  challenge  to  unreasonable  rates  for  cable  programming  service — it  would  preserve 
the  incentive  to  provide  a  low  priced  basic  tier.  Cable  operators  could  make  up  reve- 
nue for  below-average-channel  pricing  in  the  basic  tier  by  above-average-pricing  in 
the  other  tiers,  as  long  as  they  impose  no  harm  by  retiering  (i.e.,  as  long  as  the 
overall  price  per  channel  is  within  the  Commission's  overall  pnce  cap). 

It  should  be  stressed  that  in  order  to  prevent  evasion  through  retiering,  the  for- 
mula outlined  above  must  be  applied  to  any  tier  of  programming  in  which  any  of 
the  top  30  cable  programming  services,  traditionally  included  in  the  basic  tier,  is 
offered  for  sale.  For  example,  if  a  cable  operator  creates  five  tiers  of  five  networks 
each,  and  places  three  of  the  top  30  in  each  tier,  all  25  networks  would  be  pulled 
under  the  cap.  If  this  is  not  the  case,  subscribers  could  be  harmed  by  diluting  tradi- 
tional basic  programming  with  less  popular  programming  through  retiering.  This  is 
precisely  what  Congress  intended  to  avoid. 

For  cable  programming  services  that  do  not  fall  under  the  "evasions"  retiering 
harm  provision — i.e.,  programming  not  among  the  top  30  cable  networks  or  new  pro- 
gramming that  is  not  bundled  with  top  30  programming — we  propose  to  use  the  sys- 
tem average  cost  per  channel  as  the  level  above  which  rates  are  unreasonable.  This 
is  actually  a  lenient  standard  for  incremental  programming,  since  additional  chan- 
nels are  traditionsdly  well  below  system  average  cost. 


90  Consumer  Reports,  1991,  op.  cit.,  shows  a  total  of  34  non-broadcast  shows  in  its  survey  of 
consumer  reactions  to  programs. 
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Although  monopolistic  pricing  and  retiering  lead  to  a  specific  concern  about  ma- 
nipulation of  tiers,  the  general  problem  with  a  global  formulaic  approach  is  reduc- 
tion of  quality.  It  is  well  recognized  that  given  a  formulaic,  the  easiest  way  to  in- 
crease profits  is  to  degrade  quality.  Therefore,  if  the  Commission  adopts  a  formulaic 
approach,  it  must  establish  quality  standards.  In  addition  to  establishing  an  overall 
cap,  and  a  presumption  that  above  average  cost  pricing  is  unreasonable,  in  combina- 
tion with  above  cap  pricing,  the  Commission  must  be  alert  to  degradation  of  service 
through  reductions  in  programming. 

One  approach  would  be  to  weight  the  channels  in  the  basic  tier  by  an  index  of 
top  30  programming  networks  offered  by  the  cable  system.  We  call  this  the  pro- 
gramming quality  index.  For  example,  suppose  a  system  offered  15  of  the  top  30 
networks  in  its  basic  or  expanded  basic  tiers  in  1989  (the  maximum  offered  in  basic 
or  expanded  tiers  between  1984  and  1992).  If  it  offered  15  or  more  of  the  top  30 
under  the  global  formulaic,  it  would  be  allowed  to  recover  the  full  per  channel  price 
in  the  basic  tier.  If  it  reduced  the  number  of  top  30  networks  to  10,  it  would  only 
be  allowed  to  recover  67  percent  of  the  per  channel  price  in  the  basic  tier.  Thus, 
there  would  be  a  programming  quality  index  adjustment  to  basic  rates. 

Below  average  pricing  (for  purposes  of  determining  unreasonable  rates  and  bundle 
caps)  would  be  calculated  from  the  adjusted  per  channel  cap. 

Table  VI- 1  on  page  316  summarizes  the  global  formulaic  approach  that  we  have 
proposed.  There  is,  however,  another  consideration  which  the  Commission  must  not 
forget,  although  we  do  not  believe  it  should  be  directly  incorporated  into  the  for- 
mula. 

2.  Overall  profitability 

The  Congress  expressed  a  concern  about  overall  profitability  and  the  contribution 
of  other  services  to  the  overall  casts  of  the  cable  operator.  If  the  Commission  adopts 
a  global  formulaic  approach,  it  must  adopt  some  general  standard  in  order  to  assess 
general  profitability  and  revenue  streams.  Absent  detailed  cost  of  cable  program- 
ming services,  it  is  necessary  for  the  Commission  and  the  public  to  have  a  profit 
standard  that  triggers  scrutiny. 

The  obvious  choice  is  to  look  at  the  relative  contribution  of  various  source  of  reve- 
nue. In  1986,  basic  service  accounted  for  53  percent  of  total  cable  operator  revenues. 
The  average  for  the  1980s,  prior  to  deregulation  was  about  53  percent.  In  contrast, 
pay  revenues  were  about  39  percent  of  total  revenues  prior  to  deregulation.  After 
deregulation,  the  percentage  of  total  revenue  obtained  from  basic  increased  dramati- 
cally, to  62  percent  in  1991,  while  the  percentage  obtained  from  pay  declined  to  28 
percent.  This  is  part  of  the  abusive  pricing  pattern  observed  by  Congress.  The  rate 
reductions  we  recommend  would  restore  the  historical  pricing  balance. 

The  Commission  should  be  concerned  if  the  percentage  contribution  of  basic  serv- 
ices to  total  revenues  deviates  from  historical  levels.  If  it  goes  too  high,  it  suggests 
basic  cable  services  are  shouldering  an  unfair  part  of  the  burden.  If  it  goes  too  low, 
cable  programming  services  and  per  channel  or  per  program  services  are  highly 
profitable,  and  basic  rates  could,  perhaps,  be  lowered. 

3.  The  impact  of  rate  regulation  on  subscriber  bills 

CFA's  proposal  is  consistent  with  the  dictates  of  the  Act  and  the  economic  dynam- 
ics of  the  industry.  It  also  produces  a  result  which  is  reasonable  and  consistent  with 
data  available  on  the  industry. 

Figure  VI-1  on  page  317  shows  per  channel  rates  for  1992  based  on  four  esti- 
mation methodologies  applied  to  national  average  rates. 9i  All  rates  are  stated  in 

1992  dollars.  For  3ie  purposes  of  this  analysis,  we  also  assume  a  system  which  had 
one  tier  (overwhelmingly  the  case  in  1984-86)  and  charged  separately  for  eqmp- 
ment. 

We  observe  actual  basic  cable  rates  of  51.6  cents  per  active  channel.  Rates  on  mo- 
nopoly systems  were  55  cents  per  channel.  Rates  from  competitive  systems  yield  an 
estimate  of  39.9  cents  per  channel.  Thus,  for  systems  not  subject  to  competition,  we 
would  expect  a  rate  reduction  of  15  cents  per  channel.  National  average  rates  would 
go  down  by  more  than  10  cents  per  channel. 

Other  indicators  of  reasonable  pricing  correspond  with  this  result.  For  example, 
the  GNPPI  inflator,  as  developed  above  and  applied  to  national  average  1986  rates 
and  national  average  system  characteristics,  jaelds  an  estimate  for  a  base  rate  in 

1993  of  37.8  cents  per  channel.  A  projection  of  historical  trends  utihzing  pre- 1984 
rates  of  price  change  applied  to  a  1986  base,  yields  an  estimate  of  34.2  cents  per 
channel. 


91  See  Section  IV  supra,  for  the  sources  of  the  data  and  derivation  of  the  approaches. 
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Thus,  competition  comparisons,  historical  trends,  and  a  careful  global  formulaic 
approach  all  yield  an  estimate  of  reasonable  prices  for  1993  in  the  range  of  34.2  to 

TABLE  VI-l: 

CFA'S  MODEL  FOR  GTnBAL  FORMULAIC  COST-BASED  RATE  REGULATION 

BASIC  SERVICE  RATES 

RMB   =  MONTHLY  RATE  IN  BASE  YEAR  OF  REGULATION 

GNPPI  =  INCREASE  IN  GNPPI  INDEX 

RM93  =  MONTHLY  RATE  IN  1993  ESTIMATED  AS  FOLLOWS: 

RM93  =  RMB  X  GNPPI : YEARS- 199 2 
CNLN  =  NON-LEASED  CHANNELS  ESTIMATED  AS  FOLLOWS: 

NUMBER  OF  ACTIVE  CHANNELS  IN  YEAR  N 

-  NUMBER  OF  LEASED  ACCESS  CHANNELS  IN  YEAR  N 
RC93  =  PER  CHANNEL  RATE  IN  1993  ESTIMATED  AS  FOLLOWS: 

RC93  =  RM93/CNL:93 
ADRN  =  ADDITIONAL  AD  AND  OTHER  REVENUE  PER  SUBSCRIBER  PER 

MONTH  PER  CHANNEL  IN  YEAR  N,  ESTIMATED  AS  FOLLOWS: 

ADRN  =  (ADR:N  -  ADR:1992) 
RCN   =  COST  PER  CHANNEL  IN  YEAR  N  ESTIMATED  AS  FOLLOWS: 

RCN  =   [(RC93  X  GNPPI :1992-N) 
RCBN  =  BASIC  PER  CHANNEL  RATE  IN  YEAR  N  ESTIMATED  AS  FOLLOWS: 
RCBN  =   [(RC93  X  GNPPI : 1992-N)  -  ADR:N] 
X  (CNL:93/CNL:N) 

CABLE  PROGRAMMING  SERVICES 
AND  RETIERING  CONSIDERATIONS 


MC 

T30N 

T30I 


TBB 
MMBP 


PQI   = 


§    OF  MUST  CARRY  (OR  RETRANSMISSION)  STATIONS 

NUMBER  OF  TOP  3  0  NAT.  CABLE  NETWORKS  OFFERED  IN  YEAR  N 

TOP  30  AVAILABILITY  INDEX 

MAXIMUM  NUMBER  OF  TOP  30  NAT.  CABLE  NETWORKS  CARRIED  AT 

ANY  TIME  BETWEEN  1986  AND  1992 

TRADITIONAL  BASIC  BUNDLE  CALCULATED  AS  FOLLOWS:   MC  +  T30I 

MAXIMUM  MONTHLY  BUNDLE  PRICE  CALCULATED  AS  FOLLOWS:  TBB  X 

RCBN,  NOTE  THAT  TBB  INCLUDES  ANY  CHANNELS  BUNDLED  OR 

TIERED  WITH  T30  PROGRAMS 

PROGRAMMING  QUALITY  INDEX,  CALCULATED  AS  FOLLOWS:  NUMBER 

OF  TOP  30  NAT.  CABLE  NETWORKS  CARRIED  IN  YEAR  N/TBB 


OVERALL  RATE  FORMULA 

BMRN  =  BASIC  MONTHLY  RATE  IN  YEAR  N  AS  FOLLOWS 
BMRN  =  RCBN  x  PQI  x  #  OF  BASIC  CHANNELS 

SUBJECT  TO  THE  CONSTRAINT  MMBP  IS  NOT  EXCEEDED 

CABLE  PROGRAMMING  SERVICES 

PRICES  FOR  OTHER  CABLE  PROGRAMMING  SERVICE  (I.E.,  THOSE  NOT 
SUBJECT  TO  THE  ABOVE  CONSTRAINTS)  ARE  NOT  UNREASONABLE  AS  LONG  AS 
THEY  ARE  NO  GREATER  THAN  RCN 


39.9  cents  per  channel.  The  middle  estimate  is  the  GNPPI  estimate  at  37.8  cents 
per  channel.  We  believe  this  is  a  strong  indication  that  the  Commission  can  adopt 
a  global  formulaic  approach  as  outlined  here  for  its  initial  approach  to  regulation. 

At  the  system  average  size  utilized  above,  basic  rates  should  be  approximately 
$13.80  per  month,  compared  to  the  actual  average  of  $18.85.  This  resulting  reduc- 
tion would  be  approximately  27  percent.  The  reduction  of  $5.05  per  month  is  equal 
to  about  $3.3  billion  per  year.  Since  cable  operators  derive  considerable  revenue 
from  sources  other  than  basic  monthly  subscriptions,  the  reduction  would  be  just 
under  17  percent  of  industry  revenue. 

This  estimate  does  not  take  into  account  additional  subscriber  payments  for  those 
few  systems  which  had  expanded  basic  tiers  in  1984-1986.  This  might  add  about 
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$1.00  per  month  in  rate  reductions.  However,  reductions  in  equipment  costs  would 
likely  offset  this  additional  savings. 

FIGURE  VI-1 

PRICE  PER  CHANNEL  ($  1992,  GNPPI  DEFLATOR) 


C.  DISCUSSION  OF  GLOBAL  FORMULAIC  RATE  REGULATION 

This  CFA  proposal  is  consistent  with  the  Act,  the  underlying  economics  of  the  in- 
dustry, and  would  result  in  rates  that  are  reasonable  by  several  estimation  methods. 
In  addition,  the  Commission  has  recently  adopted  a  comparable  GNPPI  approach 
for  the  telephone  industry.92  This  is  a  useful  background  for  oiu-  proposal  in  this 
case  in  two  areas — base  rates  and  escalators.93 

In  the  telephone  situation,  the  Commission  could  presume  that  rates  for  services 
were  reasonable  because  cost-based  regulation  was  in  place  prior  to  the  shift  to  a 
global  formulaic,  "price  cap"  approach.  In  this  case,  the  global  formulaic  is  being  in- 
stituted from  a  prior  condition  of  no  regulation  whatsoever  for  a  number  of  years. 
Price  increases  were  not  constrained  by  cost  changes  in  any  way,  because  cable  sys- 
tems were  free  to  charge  whatever  the  market  would  bear.  Even  in  1984  rates  were 
not  subject  to  rate  of  return  regulation.  Therefore,  the  Commission  must  carefully 
choose  the  base  rates  from  which  to  start  its  indexing  approach  to  ensure  that  mo- 
nopoly excesses  are  eliminated.  Failing  to  do  so  would  frustrate  the  primary  Con- 
gressional intent  in  enacting  the  1992  Cable  Act. 


92  Federal  Communications  Commission,  CC  Docket  No.  87-313. 

»3By  recommending  a  global  formulaic  approach  in  this  proceeding,  we  do  not  drop  our  objec- 
tions to  such  regulation  in  the  telephone  industry  (see  Kimmelman  and  Cooper,  Comments  of 
CFA  In  the  Matter  of  Policy  and  Rules  Concerning  Rates  for  Dominant  Carriers,  CC  Dkt.  No. 
87-313,  Oct.  19,  1987  and  July  26,  1988).  In  this  proceeding  we  recognize  three  fundamental 
differences:  (1)  the  difficulty  of  going  from  a  circumstance  of  no  regulation  to  regulation,  (2)  the 
partial  cost  basis  of  regulation  and  (3)  the  Congressional  mandate  to  lower  regulatory  burdens. 
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In  the  telephone  "price  cap"  proceeding  the  Commission  developed  a  productivity 
growth  factor.  The  telecommunications  sector  has  historically  achieved  productivity 
growth  that  led  to  price  increases  much  lower  than  GNPPI.  Ratepayers  could  not 
be  denied  their  share  of  those  productivity  gains.  A  failure  to  do  so  would  have  re- 
sulted in  unreasonable  profits.  Congress  has  the  same  fear  for  basic  service  cable 
subscribers.  Therefore,  in  the  case  of  cable  the  Commission  must  look  closely  at  his- 
torical trends  in  price  changes  prior  to  deregulation. 

Price  trends  prior  to  enactment  of  the  1984  Cable  Act  are  crucial,  since  that  law 
embodied  a  legislated  set  of  rate  changes  (i.e.,  rates  were  allowed  to  rise  5  percent 
per  year  until  deregulation  took  effect  in  1986).  As  discussed  in  Section  FV  supra, 
productivity  growth  was  much  higher  in  the  cable  industry  than  national  GNPPI 
suggests.  Subscribers  enjoyed  the  benefits  of  those  productivity  increases  in  the 
form  of  declining  prices  and  improving  service.  In  the  1992  Cable  Act,  Congress  in- 
tended for  subscribers  to  receive  these  benefits  once  again. 

The  CFA  approach  estabUshes  rates  that  are  presumptively  reasonable.  Since  the 
approach  starts  from  rates  that  were  subject  to  regulation,  it  is  reasonable  from  a 
subscriber  point  of  view.  Since  the  approach  allows  cost  increases  that  are  reflective 
of  general  costs  and  industry  specific  economic  factors,  it  is  reasonable  from  the 
cable  operator  point  of  view  as  well. 

The  global  formulaic  approach  is  system  specific  in  its  key  characteristics.  That 
is,  it  uses  the  individual  system  average  prices  as  the  starting  point.  It  uses  the 
individual  system  number  of  channels.  However,  it  uses  national  and  industry  aver- 
ages for  its  inflator  and  advertising  revenue  adjustment.  The  use  of  national  and 
industry  averages  will  give  individual  systems  an  incentive  to  do  better  than  those 
averages.  It  is  in  the  nature  of  an  indexing  approach  to  allow  those  who  "beat"  the 
averages  to  keep  their  "winnings."  Those  who  do  not  keep  up  bear  the  burden  of 
their  'losses."  The  rigors  of  the  marketplace  are  at  least  this  demanding  and  the 
Congress  intended  to  capture  this  discipline  to  the  benefit  of  subscribers. 

If  the  Commission  adopts  a  global  formulaic  cost  approach,  it  must  allow  a  chal- 
lenge process  that  is  symmetrical  and  balanced.  Both  cable  operators  and  sub- 
scriber/intervenors  should  be  allowed  to  make  a  showing,  on  the  basis  of  cost  or 
other  data,  that  the  global  formulaic  is  allowing  rates  that  are  too  high  or  too  low. 
To  evaluate  such  challenges,  the  Commission  should  apply  the  cost  of  service  and 
accounting  standards  described  in  Appendices  A  and  B  of  the  Notice.  Since  such  a 
cost  analysis  may  result  in  rates  far  below  or  above  the  benchmark  or  challenger's 
desired  price,  and  since  challenges  will  involve  costly  data  gathering,  we  believe  nei- 
ther cable  operators  nor  consumers  will  have  an  incentive  to  challenge  the  global 
formulaic  benchmark  in  most  instances. 

It  should  also  be  stressed  that  the  formulaic  approach  is  not  cast  in  stone.  The 
Commission  must  be  alert  to  changes  in  programming  or  bundling  practices  that  are 
abusive  of  consumers.  For  example,  the  Commission  must  be  vigilant  to  prevent 
"evasions"  like  the  renaming  of  a  popular  cable  network  to  make  such  a  network 
appear  to  be  new  programming.  Or  under  TCI's  proposed  500  channel  multiplex  sys- 
tem and  Time  Warner's  "channelless"  94  experiment,  the  Commission  may  need  to 
review  its  definition  of  channels  and  theirs  to  protect  subscribers  against  new  forms 
of  evasion. 

VII. — Responses  to  Specific  Questions  Raised  in  the  Notice 

Although  Sections  II  through  VI  of  CFA's  comments  respond  to  many  of  the  ques- 
tions raised  by  the  Commission  in  the  Notice,  we  wish  in  this  section  to  highlight 
a  number  of  key  issues  by  reiterating  our  response  to  the  Commission's  concerns. 
In  addition,  this  section  responds  to  the  Commission's  questions  about  issues  not 
discussed  in  our  proposed  model  for  rate  regulation. 

A.  RATE  REGULATION 

1.  Goals  of  the  act 

CFA's  proposed  global  formulaic  rate  model  presents  a  simple,  comprehensive  and 
fair  approach  to  implementing  the  intent  of  Congress  in  the  Cable  Act  of  1992.  Con- 
gress' paramount  goal  was  to  ensiu-e  reasonable  rates.  As  noted  above,  reasonable 
is  clearly  defined  in  the  Act,  as  preventing  rates  above  those  that  prevail  where  ef- 
fective competition  exists.  This  excludes  undue  exercise  of  market  power.  We  believe 
that  case  law  and  economic  theory  are  entirely  consistent  with  Congress'  regulatory 
directives.  The  Commission  is  simply  wrong  when  it: 


94Farhi,  'Time  Warner  Plans  2-Way  Cable  System,"  Washington  Post,  Jan.  27,  1993  at  Fl. 
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1)  Suggests  that  there  is  any  ambiguity  in  the  definition  of  reasonable  rates 
(paragraph  31); 

2)  asserts  that  other  goals  have  equal  weight  with  the  overarching  goal  of  ensur- 
ing that  subscribers  do  not  pay  above-competitive  market  prices  for  basic  and 
cable  programming  service  (paragraph  31);  and 

3)  indicates  the  Commission  might  leave  basic  rates  higher  than  those  in  effect 
where  effective  competition  exists  (footnote  61). 

Because  the  Commission  seems  to  have  missed  the  fundamental  goal  of  the  Cable 
Act,  it  then  considers  a  series  of  outcomes  that  are  totally  at  odds  with  Congress' 
intent.  The  Commission  may  not  leave  1992  rates  in  place  (footnote  61)  since  these 
include  the  monopoly  rents  Congress  intended  to  eliminate. 

It  cannot  create  adjectives  to  describe  monopoly  excesses  that  dilute  Congress'  di- 
rectives. Thus  the  Commission  may  not  restrict  its  concern  to  "rates  exceeding  the 
benchmark  price  by  a  significant  amount  (paragraph  34,  emphasis  added). 

Nor  did  Congress  intend  that  "consumers  would  be  protected  only  against  rates 
far  exceeding  the  general  industry  practice  (paragraph  47  emphasis  added)." 

Moreover,  it  is  ludicrous  for  the  Commission  to  suggest  that  it  would  act  only 
against  rates  in  the  "highest  few  percent  (e.g.  top  2-5  percent)  (paragraph  46)."  In 
fact,  since  competition  prevails  in  less  than  1  percent  of  cable  systenis,  and  rates 
in  competitive  systems  are  far  below  the  national  average,  the  Commission  should 
logically  conclude  the  opposite:  all  rates  above  the  lowest  2-5  percent  may  be  unrea- 
sonable. As  the  Comnussion  well  knows  (paragraph  41),  Congress  was  absolutely 
clear  when  it  stated  in  §623  that  the  Commission's  regulation  nas  the  goal  of  "pro- 
tecting subscribers  of  any  cable  system  that  is  not  supject  to  effective  competition 
from  rates  for  the  basic  service  tier  that  exceed  the  rates  that  would  be  charged  for 
the  basic  service  tier  if  such  cable  system  were  subject  to  effective  competition." 

2.  Benchmarking 

Our  regulatory  model,  described  in  Section  VI  supra,  makes  it  clear  that 
benchmarking  based  on  a  global,  cost-based  formulaic,  is  acceptable  as  an  initial 
strategy  (paragraphs  33  and  34).  Furthermore,  we  believe  a  cost-based  safety  net 
(paragraph  61)  should  be  developed  simultaneously,  as  described  in  Appendixes  A 
and  B.  However,  it  is  absolutely  crucial  that  the  safety  net  be  available  to  both  cable 
operators  and  intervenors.  The  Commission's  suggestion  that  a  cost-based  showing 
can  be  made  only  to  raise  rates  above  the  benchmark  (paragraphs  34  and  36)  is  un- 
balanced and  unfair.  Subscribers/intervenors  must  be  able  to  show,  by  the  same 
principles  and  methodologies,  that  benchmark  rates  are  too  high. 

In  addition,  the  Commission  must  be  careful  not  to  elevate  its  judgment  that  sim- 
plicity and  administrative  ease  are  somehow  more  important  than  Congress'  direc- 
tive to  reduce  rates  to  competitive  market  levels  (paragraph  36).  As  CFA's  proposed 
regulatory  model  demonstrates,  there  is  no  need  or  statutory  basis  for  sacrificing 
market-driven  rates  in  order  to  develop  a  simple,  streamlined  regulatory  process. 

The  benchmark  must  also  be  based  on  a  reasoned  analysis  that  respects  Congres- 
sional intent  and  is  informed  by  an  understanding  of  the  economics  of  the  industry. 
Virtually  every  one  of  the  elements  in  CFA's  proposal  has  been  identified  for  com- 
ment by  the  Cfommission.  However,  we  believe  that  the  elements  fit  closely  together 
and  must  be  carefully  chosen  to  complement  one  another  in  order  to  reach  a  reason- 
able outcome. 

The  Commission  must  choose  a  base  year  that  eliminates  excessive  prices  based 
on  market  power  (paragraph  44).  It  must  choose  an  inflator  that  reflects  a  reason- 
able estimate  of  cost  changes  (paragraphs  37  and  38).  It  must  have  a  productivity 
adjustment  (paragraph  52). 

The  benchmark  that  we  have  proposed  avoids  many  of  the  problems  of  national 
average  prices  (paragraph  45).  By  starting  with  system  specific  data  (prices  for  1986 
or  earlier  and  traditional  basic  tier  offerings),  it  renders  a  system-specific  cost  esti- 
mate. The  Commission  need  not  fear  confiscation  with  this  starting  point  for  regula- 
tion (footnote  66).  In  fact,  as  we  have  shown,  the  outcome  is  reasonable  by  all  three 
methods  considered:  comparison  with  competitive  systems,  historical  projection,  and 
GNPPI  inflators.  In  the  Hope  and  Bluefield  decisions  cited  by  the  Commission  (para- 
graph 57),  reasonableness  of  outcome  of  the  regulatory  process  is  the  ultimate  test, 
and  CFA's  proposed  regulatory  model  clearly  meets  all  legal  standards  for  regula- 
tion. 
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The  global  formulaic  proposed  above  treats  basic  and  cable  programming  services 
in  a  parallel  manner  (as  suggested  by  the  Commission  in  paragraph  92).  We  believe 
this  is  absolutely  essential  to  meet  Congress'  goal  of  preventing  evasions.95 

If  the  Commission  adopts  CFA's  approach,  which  drives  prices  to  cost,  there  will 
be  little  if  any  danger  of  sharp  rate  increases  on  below-benchmark  systems  (para- 
graph 52).  Because  our  approach  starts  from  system  specific  prices  prior  to  deregu- 
lation and  allows  general  cost  inflation  adjusted  for  system  expansion,  there  are 
very  few  cable  systems  which  are  likely  to  be  pricing  much  below  the  cap. 

3.  Information  disclosure 

Under  the  global  formulaic  benchmark  model  that  CFA  proposes,  disputes  over 
data  disclosure  are  not  likely  to  arise  unless  either  a  cable  operator  or  subscriber/ 
intervener  challenges  the  benchmark.  In  that  situation,  we  urge  the  Commission  to 
require  as  extensive  data  disclosure  to  all  participants  to  the  dispute  as  is  necessary 
to  establish  reasonable  (not  unreasonable)  rates. 

Particularly  when  a  cable  operator  challenges  a  benchmark  price,  we  believe  the 
burden  should  be  placed  on  that  operator  to  demonstrate  why  any  particular  infor- 
mation involves  trade  secrets  or  confidential  financial  or  commercial  information 
that  the  Commission  should  not  disclose  to  the  public.  Where  a  bona  fide  request 
for  confidentiality  is  presented,  CFA  believes  the  Commission  should  take  whatever 
steps  are  necessary  (as  described  in  paragraph  106)  to  both  protect  confidential  ma- 
terial and  ensure  that  legitimate  intervenors  have  access  to  all  data  relevant  to  the 
rate  dispute. 

B.  DEFINITION  OF  A  MULTICHANNEL  VIDEO  PROGRAMMER  FOR  PURPOSES  OF  AN 
EFFECTIVE  COMPETITION  ANALYSIS 

At  paragraph  9  of  the  Notice,  the  Commission  seeks  comment  on  several  impor- 
tant issues  regarding  what  constitutes  a  multichannel  video  programming  distribu- 
tor under  the  1992  Cable  Act.  Specifically  the  Commission  seeks  comment  on  how 
to  calculate  penetration  for  purposes  of  the  effective  competition  analysis,  and 
whether  the  Video  Dialtone  Services  provided  by  telephone  companies  quaUfy  as  a 
multichannel  video  programming  distributor. 

CFA  agrees  with  the  Commission  that  to  determine  whether  effective  competition 
exists  in  a  franchise  area  for  purposes  of  §623(1),  the  Commission  must  consider 
all  qualifying  multichannel  video  programming  distributors  cumulatively.  The  ques- 
tion turns  to  who  is  a  "qualified"  multichannel  video  programming  distributor  for 
piuposes  of  this  inquiry. 

The  Act  uses  a  three  part  test  to  make  this  determination.  First,  the  multichannel 
video  programming  distributor  must  offer  a  "comparable  video  service"  to  the  one 
offered  by  the  local  cable  operator.ss  Second,  each  multichannel  video  programming 
distributor,  other  than  the  largest  one  in  the  market,  must  offer  its  service  to  more 
than  50  percent  of  the  households  in  the  franchise  area.s^  Finally,  a  combined  total 
of  more  than  15  percent  of  the  households  in  the  franchise  area  must  subscribe  to 
the  programming  service  of  the  alternative  providers  to  meet  this  requirement.  98 
CFA  believes  the  Commission  must  carefully  follow  Congress'  direction  to  consider 
only  those  multichannel  video  program  distributors  offering  comparable  video  serv- 
ices to  more  than  50  percent  of  the  households  in  the  franchise  area  in  making  its 
determination.  If  the  Commission  is  not  diligent  in  its  enforcement  of  this  definition 
of  effective  competition,  the  result  could  be  widespread  "cream  skimming"  by  alter- 
native providers  across  the  country.  If  each  qualified  provider  is  not  required  to 
offer  its  service  to  more  than  50  percent  of  a  franchise  area  to  qualify  for  the  effec- 
tive competition  analysis,  the  wealthiest  areas  could  have  a  choice  of  several  provid- 
es The  Commission's  reading  of  the  Act's  "evasion"  provision  is  much  too  narrow  (paragraph 
126)  The  Act  and  the  Conference  Report  clearly  describe  §  623(h)  as  more  than  a  periodic  re- 
view" program  Under  §  623(h)  the  Commission  is  given  residual  authority  equal  to  its  respon- 
sibilities under  subsections  (a)-(c),  to  prevent  evasions,  including  retiering  harm,  on  an  on-going 
basis. 

97<?*  *  *  [E]ffective  competition  means  that  *  *  *  the  franchise  area  is  *  *  *  served  by  at  least 
two  unafFiUated  multichannel  video  programming  distributors  each  of  which  offers  comparable 
video  programming  to  at  least  50  percent  of  the  households  in  the  franchise  area  bee; 

§623(l)(B)(i).  .J  u,  • 

98 See'  §623(l)(B)(ii).  CFA  beUeves  a  video  dialtone  service  must  provide  comparable  senace 
to  the  cable  company  before  the  franchise  authority  or  the  Commission  can  consider  whether 
it  reaches  50  percent  of  tne  households  in  the  franchise  area. 
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ers  while  leaving  large  portions  of  a  franchise  area  without  real  choice  in  distribu- 
tors.99  ,     , 

Also  in  paragraph  9  of  the  Notice,  the  Commission  seeks  comment  on  whether 
video  dialtone  service  offered  by  local  telephone  companies  would  qualify  as  a  multi- 
channel video  programming  distributor  under  the  Act.  CFA  believes  it  is  too  early 
in  the  development  of  the  video  dialtone  technology  to  definitively  determine  if  video 
dialtone  qualifies  as  an  alternative  provider  for  purposes  of  the  effective  competition 
analysis.  We  do  not  yet  know  the  nature  and  amount  of  programming  that  can  be 
offered  on  this  service.  However,  looking  to  possible  scenarios  for  the  evolution,  of 
the  technology  raises  some  significant  concerns  with  respect  to  the  goals  of  the  1992 
Cable  Act. 

Under  the  Commission's  1992  video  dialtone  decision,  loo  cable  television  compa- 
nies and  telephone  companies  are  permitted  to  joint  venture  in  providing  video 
dialtone  services.  This  raises  the  issue  of  how  video  dialtone  service  will  evolve.  It 
is  possible  that  video  dialtone  will  evolve  into  a  comparable  service  to  those  offered 
by  cable  television.  A  comparable  service  would  be  a  functional  alternative  to  cable 
service.  101  It  is  also  possible,  however,  that  it  could  be  a  service  that  is  complimen- 
tary in  nature  to  traditional  cable  television  service.  If  so,  video  dialtone  service 
would  not  be  a  true  competitor,  with  comparable  video  programming,  to  the  incum- 
bent cable  system. 

Another  issue  is  raised  by  the  Commission's  decision  to  permit  joint  venturing  by 
cable  and  telephone  companies,  if  video  dialtone  service  ends  up  offering  comparable 
video  services  to  the  incumbent  cable  operator  and  qualifies  as  an  alternative  multi- 
channel video  programming  distributor.  One  of  the  purposes  of  the  Cable  Act  is  to 
encourage  competition  and  "the  widest  possible  diversity  of  information  sources  and 
services  to  the  public."  102  These  goals  are  not  met  if  the  "alternative"  provider  is 
controlled  or  owned  in  any  way  by  the  dominant  cable  company  in  any  given  fran- 
chise area.  CFA  therefore  believes  that  a  video  dialtone  service  that  is  a  joint  ven- 
ture between  local  telephone  and  local  cable  companies  should  not  qualify  as  an  al- 
ternative provider  for  the  effective  competition  inquiry  under  the  1992  Cable  Act.ioa 

As  video  dialtone  service  develops,  the  Commission  will  be  asked  to  certify  the 
local  franchising  authority's  decision  that  effective  competition  exists  in  a  market.  io4 
When  making  this  determination,  the  nature  of  the  video  programming  and  system 
capacity  must  be  the  decisive  factors.  The  mere  presence  of  multiple  channels  is  not 
adequate,  in  and  of  itself,  to  meet  this  requirement.  10" 

The  definitions  of  video  programming  previously  applied  by  the  Commission  will 
be  helpful  to  decide  if  video  dialtone  offerings  are  "comparable"  to  cable  services,  loe 


99  For  instance,  if  the  Commission  treats  the  50  percent  requirement  cumulatively,  three  alter- 
native providers  could  each  serve  the  same  wealthiest  20  percent  of  the  community  and  meet 
the  50  percent  requirement  together,  while  leaving  80  percent  of  the  franchise  area  with  no 
choice  and  the  cable  company  without  any  rate  regulation. 

100  CC  Dkt.  No.  87-266  (rel.  July  16,  1992). 

101  CFA  believes  a  reasonable  definition  of  "comparable  service"  is  critical  to  carry  out  Con- 
gress' intent.  The  Commission  should  look  to  the  variety  and  number  of  channels  offered  and 
the  number  of  programming  hours  offered  by  those  channels  to  make  this  determination.  It 
would  not  be  necessary  or  appropriate  for  the  Commission  to  look  to  program  content  when 
making  its  determination. 

102  §60 1(4). 

103  The  Commission  asks  in  footnote  15  of  the  Notice  whether  a  third  party  that  uses  a  cable 
company's  facilities  to  distribute  its  multichannel  video  service  would  qualify  as  an  alternative 
provider  under  the  Act.  We  beheve  it  would  not.  The  cable  company  would  have  a  great  deal 
of  control  and  leverage  against  that  third  party  which  could  permit  it  to  control  the  nature  of 
the  content  or  services  being  offered  by  the  third  party.  Furthermore,  in  the  event  the  Commis- 
sion finds  in  the  alternative,  CFA  would  argue  that  the  multichannel  video  programming  dis- 
tributor also  must  offer  comparable  service  to  that  being  offered  by  the  cable  company  to  qualify 
(i.e.  equivalent  channel  capacity,  hours  of  programming,  etc.) 

10*  §  623(a)(2).  "If  the  Commission  finds  that  a  cable  system  is  subject  to  effective  competition, 
the  rates  for  the  provision  of  cable  service  by  such  system  shall  not  be  subject  to  regulation  by 
the  Commission  or  by  a  State  or  franchising  authority  under  this  section." 

10s  Unless  the  video  dialtone  service  offers  a  similar  number  of  channels  and  a  broad  variety 
of  programming,  the  service  could  not  qualify  as  a  "comparable  video  service"  for  purposes  of 
the  effective  competition  inquiry  in  §623(l)(B)(i).  •,  j  . 

106  In  the  1984  Cable  Act,  video  programming  was  defined  as  "programming  provided  by,  or 

fenerally  considered  comparable  to  proCTamming  provided  by,  a  television  broadcast  station.' 
'his  term  was  recently  clarified  by  tne  Commission  when  it  addressed  the  cable  television/tele- 
phone company  cross  ownership  rules.  The  Commission  stated,  "to  the  extent  a  service  contains 
severable  video  images  capable  of  being  provided  as  independent  video  programs  comparable  to 
those  provided  by  broadcast  stations  in  1984,  that  portion  of  the  programming  service  will  be 
deemed  to  constitute  'video  programming'  *  *  *  ".  Telephone  Company— Cable  Television  Cross- 
Continued 
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To  be  considered  a  competitor  of  a  local  cable  system  that  provides  comparable  video 
services,  a  video  dialtone  service  must  present  a  broad  range  of  programming  avail- 
able on  a  comparable  number  of  channels  and  for  a  comparable  number  of  hours 
per  day  as  the  local  cable  television  service,  lo'^ 

The  Commission  must  make  offering  a  comparable  video  service  a  quid  pro  quo 
to  evaluating  whether  a  video  dialtone  service  is  available  to  at  least  50  percent  of 
the  franchise  area  and  subscribed  to  by  more  than  15  percent,  for  purposes  of  an 
effective  competition  analysis.  CFA  believes  this  approach  will  assure  tiiat  the  in- 
tent of  Congress  is  met,  that  consumers  remain  protected  until  true  competition  de- 
velops and  that  the  development  of  video  dialtone  service  is  not  unfairly  impeded. 

C.  BASIC  SERVICES  MAY  BE  INCLUDED  ON  OTHER  TIERS  IN  ADDITION  TO  THE  BASIC  TIER 

At  paragraph  13  of  its  Notice,  the  Commission  recognizes  an  ambiguity  created 
by  language  in  the  1992  Cable  Act  that  differs  slightly  from  language  found  in  the 
1984  Cable  Act.  The  question  is  whether  use  of  the  term  "basic  tier"  in  the  1992 
Act  effectively  amends  the  definition  of  the  term  "basic  cable  service"  from  the  1984 
Act.  The  Commission  tentatively  finds  that  it  does. 

Under  the  1984  Cable  Act,  basic  cable  service  includes  any  and  all  tiers  of  service 
which  include  retransmission  of  local  television  broadcast  signads  as  part  of  their 
ofTerings.ios  a  definition  supported  by  the  Federal  Courts,  los  While  the  1992  Act 
does  not  amend  that  provision,  it  does  require  cable  operators  to  make  available  a 
"separately  available  basic  service  tier  to  which  subscription  is  required  for  access 
to  any  other  tier  of  service."  no  The  ultimate  question  is  whether  it  was  Congress' 
intent  to  permit  offering  basic  service  on  only  one  'Taasic  service  tier"  or  on  addi- 
tional tiers  as  well,  at  the  discretion  of  the  cable  operator. 

The  Commission's  tentative  conclusion  can  be  supported  by  a  strictly  literal  read- 
ing of  the  language  in  the  1992  Act.  However,  CFA  believes  that  it  would  not  violate 
the  statute  to  permit  cable  operators  to  offer  basic  service  on  other  tiers  in  addition 
to  the  basic  service  tier.  In  fact,  permitting  basic  service  on  other  tiers  in  addition 
to  the  basic  tier,  if  done  carefully,  would  more  accurately  reflect  a  reading  of  the 
merger  of  the  1984  and  1992  provisions  together. 

To  carry  out  its  requirements  under  the  Act,  the  Commission  must  make  certain 
that  all  cable  operators  offer  a  basic  tier  of  service  which  includes  local  broadcast 
stations,  public,  educational  and  governmental  channels,  m  CFA  believes  permitting 
additional  tiers  to  contain  "basic  tier  programming",  as  long  as  they  are  reasonably 
priced,  would  not  violate  the  law  and  would  be  in  the  interest  of  consumers  and 
cable  operators  alike.  This  would  give  cable  operators  maximum  flexibility  in  mak- 
ing marketing  decisions  and  increase  consumer  choice.  112 

CFA's  proposal  better  reflects  Confess'  intent  than  does  the  tentative  conclusion 
offered  by  the  Commission.  "3  Permitting  cable  operators  to  offer  basic  service  on 
other  tiers  in  addition  to  the  basic  tier,  keeps  the  Commission  from  being  forced  to 
choose  between  two  valid  provisions  in  the  Cable  Acts.  The  Commission's  suggestion 
that  if  cable  operators  were  permitted  to  offer  more  than  "one  basic  tier",  tne  anti- 


Ownership  Rules,  Sections  63.54-63.58,  Second  Report  and  Order,  Recommendation  to  Congress, 
and  Second  Further  Notice  of  Proposed  Rulemaking,  FCC  92-327  (rel.  August  14,  1992),  57  Fed. 
Reg.  41,106,  par.  73,  Sept.  9,  1992. 

10'' A  video  dialtone  service  that  offers  only  a  few  channels  compared  to  the  cable  system 
would  not  qualify.  By  passing  the  1992  Act,  Congress  found  that  five  or  six  broadcast  stations 
were  not  "competition  to  cable  service.  From  this,  the  Commission  can  presume  Congress  in- 
tended an  alternative  video  service  to  more  closely  resemble  the  local  cable  system  in  the  num- 
ber and  variety  of  channels  offered.  Similarly,  a  system  which  sells  its  time  in  5  minute  blocks 
throughout  the  day  would  not  seem  to  qualify  as  a  comparable  service. 

108  1984  Cable  Act,  §602(3).  "'[B]asic  cable  service'  means  any  service  tier  which  includes  the 
retransmission  of  local  television  broadcast  signals." 

109 The  Appellate  Court  for  the  D.C.  Circuit  held  that  under  the  1984  Act,  a  tier  of  service 
that  incorporates  the  basic  tier  is  itself  also  a  "basic  tier  service".  However,  a  tier  that  could 
be  added  to  the  basic  tier  for  a  separate  charge  would  not  be  considered  a  "basic  tier  service". 
American  Civil  Liberties  Union  v.  FCC,  823  F.  2d  1554  (D.C.  Cir.  1987). 

110  §  623(b)(7). 

111  §  623(b)(7). 

112  Under  this  regulatory  model,  cable  operators  could  offer  a  small  "basic  tier"  and  a  larger 
combination  "basic  tier"  plus  additional  programming,  as  long  as  the  price  is  fair.  This  gives 
cable  operators  the  ability  to  better  serve  me  needs  of  their  particular  communities  without 
frustrating  Congress'  intent. 

113  The  quote  cited  by  the  Commission  in  footnote  25  of  the  Notice  supports  CFA's  position. 
The  quote  says,  "The  purpose  of  Section  3  is  to  create  a  tier  of  low  cost  basic  cable  service." 
House  Report  at  83.  CFA  advocates  creating  this  tier,  but  also  proposes  permitting  additional 
ones  as  well. 
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buy  through  provisions  of  §  623(b)(8)  could  be  frustrated  is  not  the  case  under  the 
scenario  advocated  by  CFA. 

The  anti-buy  through  provision  prohibits  cable  operators  from  requiring  subscrip- 
tion to  any  tier  other  than  the  basic  tier  for  access  to  programming  offered  on  an 
"a  la  carte"  basis.  "4  The  purpose  of  this  provision  was  to  prevent  cable  operators 
from  requiring  consumers  to  purchase  expensive  tiers  of  service  before  they  could 
have  access  to  "premium"  channels.  Permitting  the  offering  of  basic  service  in  addi- 
tion to  the  basic  tier  would  preserve  this  protection  while  allowing  operators  to  bet- 
ter tailor  services  to  their  needs.  As  long  as  the  operator  offers  one  basic  tier  fulfill- 
ing the  requirements  under  the  Act,  combining  that  tier  with  other  services  in  a 
separate  package  should  be  an  operator's  marketing  decision.  CFA  urges  the  Com- 
mission to  read  the  provisions  in  the  1984  and  1992  Acts  as  complimentary. 

D.  JURISDICTIONAL  QUESTIONS 

CFA  supports  the  Commission's  interpretation  in  paragraph  15  of  the  Notice,  that 
§  623  of  the  Communications  Act,  as  amended  by  tne  1992  Cable  Act,  permits  cer- 
tified local  franchising  authorities  to  regulate  basic  cable  service  rates  in  those  areas 
which  are  not  subject  to  effective  competition  unless  the  Commission  disallows  or 
revokes  an  authority's  certification. 

However,  the  Commission  comes  to  the  tentative  conclusion  that  under  §  623(a)(2) 
it  has  the  power  to  regulate  basic  cable  service  rates  only  if  the  Commission  has 
disallowed  or  revoked  tne  franchising  authoritj^s  certification.  In  short,  if  a  franchis- 
ing authority  does  not  assert  regulatory  jurisdiction  over  basic  cable  service,  the 
Commission  believes  it  has  no  independent  authority  to  initiate  regulation  of  basic 
service  rates. 

While  CFA  understands  how  a  literal  reading  of  the  Act  led  the  Commission  to 
reach  this  tentative  conclusion,  we  do  not  believe  this  interpretation  is  consistent 
with  Congress'  intent.  This  conclusion  disregards  other  key  portions  of  the  Act  as 
well  as  significant  parts  of  the  legislative  history.  Most  notably,  §  623(b)  makes  it 
incumbent  on  the  Commission  to  regulate  basic  cable  service,  or  ensure  that  fran- 
chising authorities  do  so,  where  there  is  no  effective  competition.  With  its  tentative 
conclusion,  the  Commission  is  simply  interpreting  §  623(a)(2)  in  a  vacuum.  CFA  be- 
Heves  the  Act  reauires  the  Commission  to  regulate  aU  basic  cable  service,  either  on 
its  own  or  through  a  certified  authority.  CFA  believes  that  §  623(a)(2)(A)  is  designed 
to  deal  only  with  the  situations  where  a  city's  certification  is  inadequate,  not  where 
a  local  authority  fails  to  step  forward  to  regulate. 

It  is  the  policy  of  Congress  through  the  Cable  Act  to  ensure  consumer  interests 
are  protected  in  the  receipt  of  cable  service  in  all  areas  where  cable  television  sys- 
tems are  not  subject  to  effective  competition,  ne  Congress  also  seeks  to  keep  cable 
television  operators  from  having  undue  market  power  vis-a-vis  programmers  and 
consumers.  116  These  policy  goals  could  not  be  assured  if  the  Commission  were  to 
limit  its  regulatory  authority  to  communities  where  certification  of  the  local  authori- 
ties has  been  denied  or  revoked.  The  Act's  policy  goals,  therefore,  would  indicate 
Congress  has  a  broader  vision  for  Commission  involvement  in  regulation  than  the 
one  suggested  in  the  Notice.  These  policy  goals  require  the  Commission  to  regulate 
cable  systems  where  no  local  authority  cnooses  to  assume  the  responsibility  for  reg- 
ulation. 

Several  parts  of  the  Conference  Report  support  CFA's  interpretation  of  the  Com- 
mission's regulatory  role.  The  Conference  agreement  adoptea  much  of  the  House 
Bill's  language  with  respect  to  §623  with  numerous  explanatory  notes  indicating 
major  compromise  amendments  to  the  language.  The  Cfonference  Report  explains 
that  "Section  623(b)  is  amended  to  state  specifically  that  the  Commission  shall,  by 
regulation,  ensure  that  rates  for  the  basic  service  tier  are  reasonable,  and  the  goal 
of  such  regulations  is  to  protect  subscribers  of  any  cable  system  that  is  not  subject 
to  effective  competition  from  rates  that  exceed  the  rates  that  would  be  charged  if 
such  cable  system  was  subject  to  competition."  (emphasis  added)  n'^  Taken  in  con- 
text with  the  expressed  intent  ne  and  the  language  of  rest  of  the  Act,  it  is  clear  that 


114  §  623(b)(8)(A). 

115  See  Section  II,  supra. 

116/ci. 

117  Conference  Report  at  62. 

118  While  the  Conference  Report  provides  the  definitive  legislative  history  for  the  Cable  Act, 
it  is  often  instructive  to  look  to  the  House  and  Senate  Reports  to  garner  Congress'  intent  when 
language  is  taken  from  one  or  the  other  and  included  in  the  Conference  Report.  The  Senate's 
intent  regarding  the  extent  of  Commission  authority  is  clear.  In  the  Senate  Report's  Summary 
of  Major  Provisions,  the  Senate  states,  "A  franchising  authority  (city,  county  or  State)  can  obtain 

Continued 
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it  was  Congress'  intent  to  assure  that  all  basic  rates  were  regulated  where  there 
is  no  effective  competition.  ii9 

CFA's  conclusion  that  it  was  Congress'  intent  to  regulate  all  basic  cable  service, 
either  by  the  Commission  or  through  the  local  or  state  authorities,  is  supported  by 
the  floor  debate  in  the  House  and  Senate  as  well.  120  An  amendment  was  offered  to 
the  House  bill  by  Congressman  Oxley  of  Ohio.  The  Oxley  amendment  sought  to  give 
the  power  to  regulate  solely  to  state  authorities,  and  not  the  Commission  or  local 
authorities.  121  This  approach  would  have  left  it  to  the  discretion  of  the  state  regu- 
latory bodies  whether  to  regulate  at  all.  . 

Several  statements  made  during  the  floor  debate  on  the  amendment,  mcluding 
those  made  by  the  chief  authors  of  the  legislation.  House  Telecommunications  Sub- 
committee Chairman  Markey  and  House  Energy  and  Commerce  Committee  Chair- 
man Dingell,  contradict  the  Commission's  tentative  conclusion  regarding  its  limited 
powers  of  regulation.  These  statements  indicate  Congressional  intent  to  regulate  all 
basic  service  where  there  is  no  effective  competition,  either  directly  or  by  certifying 
a  local  authority  to  do  so. 

Subcommittee  Chairman  Markey  stated  that  the  "amendment  strikes  at  the  heart 
of  the  legislation  which  we  have  before  us  today  because  the  Oxley  Amendment  al- 
lows States  not  to  regulate  at  all,  and  in  States  that  do  not  adopt  cable  regulations 
consumers  would  be  entirely  unprotected,  and  that  would  frustrate  Congress'  ability 
in  an  effort  to  establish  universal  protections  for  all  Americans."  122  Committee 
Chairman  Dingell  stated,  "  *  *  *  the  protection  which  would  be  afforded  with  regard 
to  basic  cable  rates  is  excised  by  the  amendment  offered  by  my  dear  friend  from 
Ohio  (Rep.  Oxley)."  123  ,     .       u     • 

Congress'  intent  that  the  Commission  be  responsible  for  regulating  basic  cable 
services  if  no  local  authority  steps  forward  is  also  apparent  from  the  Senate  floor 
debate  on  the  Conference  Report.  Senator  Lieberman  of  Connecticut  stated  that  the 
Cable  Act  would  come  to  the  aid  of  consumers.  He  said,  "If  the  cable  company  has 
no  effective  competition,  the  FCC  would  be  required  to  ensure  that  the  charges  for 
both  the  limited  basic  tier  and,  if  a  complaint  is  made,  the  deluxe  basic  tier  are  rea- 
sonable." 124 

Part  of  the  confusion  in  discerning  Congress'  intent  with  respect  to  this  provision 
results  from  the  fact  that  some  "franchising  authorities"  are  local  entities  (i.e.  cities) 
and  others  are  statewide  regulatory  agencies.  A  franchising  authority  may  have  ei- 
ther statewide  or  local  jurisdiction.  It  is  conceivable  that  a  situation  could  arise 
wherein  a  local  franchising  authority  desires  to  regulate  basic  cable  service,  but 
there  is  a  state  law  forbidding  it  to  do  so. 

In  that  situation,  consumers  would  not  be  protected  from  undue  market  power  un- 
less the  Commission  steps  in  to  regulate,  or  authorizes  the  local  community  to  regu- 

jurisdiction  over  basic  rate  regulation  by  certifying  to  the  FCC  that  it  will  follow  the  FCC's  pro- 
cedures and  standards.  Otherwise,  rate  regulatio^i  authority  remains  with  the  FCC.  Senate  Ke- 

^119  This  is  further  supported  by  the  language  in  the  Senate  bill.  The  Senate  bill  language  is 
relevant  in  so  far  as  the  Conference  Report  represents  a  compromise  between  the  two  chambers. 
The  Senate  bill  states,  "Section  5  *  *  *  amends  Section  623  of  the  Commumcations  Act  to  give 
the  FCC,  and  in  some  cases,  local  authorities,  the  power  to  regulate  the  rates  for  certain  cable 
services  and  equipment."  Senate  Report  at  58.  ,  •     ^i     o       i. 

120  The  House  floor  debate  is  of  great  significance,  since  the  language  used  in  the  benate  ver- 
sion of  the  bill  was  not  ambiguous.  The  ambiguous  language  at  issue  was  taken  from  the  House 
version  which  was  subsequently  included  in  the  Conference  Report. 

121  Representative  Fields  of  Texas  asked  what  the  effect  of  the  Oxley  Amendment  could  be 
on  states  that  did  have  cable  commissions  in  place.  Representative  Oxley  responded  that  those 
states  "would  be  in  a  position  to  create  their  own  regulatory  schemes.  That  would  be  the  job, 
obviously,  of  the  people  of  Texas  to  make  that  determination."  138  Cong.  Rec.  H6521  (daily  ed. 
July  23,  1992)  (statement  of  Rep.  Oxley). 

122 7cf.,  (statement  of  Rep.  Markey).  .       t^.       „  ^         ^  'ttuio 

123  7d  at  6522  (statement  of  Rep.  Dingell).  Representative  Dingell  went  on  to  say,  LThis 
amendment]  is  essentially  a  Potemkin  Village  which  is  offered  to  us,  aU  facade  and  nothing  be- 
hind *  *  *  what  [Rep.  Oxley]  does  is  offer  an  amendment  which  does  not  really  afford  any  re- 
quirement that  there  be  any  regulations  to  protect  the  viewers  of  cable  television.  A  Fotemkin 
Village'  Perhaps  worse.  A  sham?  Probably  wors^.  In  point  of  fact,  what  this  really  is  is  essen- 
tially something  which  is  done  to  skin  the  consumers  of  this  country  and  to  peraut  bad  actors 
to  continue  to  do  so.  What  we  need  here  are  real  protections  against  serious  misbehavior  about 
which  the  consumers  complain.  In  point  of  fact,  if  this  amendment  passes  the  consumers  of  this 
country  are  in  fact  being  skinned."  (statement  of  Rep.  Dingell).  See  also;  Id.  at  H6522;  Perhaps 
under  the  Oxley  Amendinent,  the  State  of  Florida  would  act  in  [consumers]  interest  and  with 
enough  speed  to  resolve  their  concerns  before  the  time  for  franchise  renewal  expired,  but  per- 
haps not.  I  do  not  want  to  run  that  risk."  (statement  of  Rep.  Bilirakis). 

124 138  Cong.  Rec.  S14,583  (daily  ed.  September  22,  1992)  (statement  of  Sen.  Lieberman)  (em- 
phasis added). 
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late  notwithstanding  the  state  law.  This  scenario  presents  neither  a  case  of  revoca- 
tion or  denial  of  certification  by  the  Commission.  Under  the  tentative  interpretation 
offered  by  the  Commission,  the  citizens  of  these  communities  would  be  left  with  no 
protection  from  continued  rate  gouging  and  unreasonable  rates  and  services.  This 
was  clearly  not  the  intent  of  Congress. 

The  provision  of  the  1992  Cable  Act  at  §  623(b)  mandates  that  the  CommissicMi 
shall  ensure  reasonable  rates.  The  language  indicates  that  this  portion  of  the  Cable 
Act  is  preemptive  in  nature.  Recognizing  that  there  are  several  means  of  preemption 
available  to  the  Commission,  in  fashioning  this  provision  Congress  may  have  been 
trying  to  design  a  less  intrusive  means.  The  Commission  could  preempt  a  state  ban 
on  rate  regulation  by  local  franchising  authorities  by  ordering  the  local  authority 
to  disregard  the  state  law  and  regulate  rates.  In  the  alternative,  the  Commission 
could  preempt  the  state  ban  on  rate  regulation  by  simply  regvilating  basic  cable 
service  itself  The  fu-st  scenario  is  significantly  more  intrusive  than  the  second,  and 
it  appears  that  Congress  preferred  the  less  intrusive  means  of  regulation. 

The  language  found  at  paragraph  (6)  of  §  623(a)  would  seem,  therefore,  to  simply 
be  an  example  of  peculiar  drafting.  Congress  used  an  unfortunate  choice  of  terms 
given  the  clear  Congressional  intent  that  Commission  regulation  apply  to  all  cable 
systems  that  are  without  effective  competition,  and  given  the-conclusive  evidence  of 
Congress'  true  intent  bound  both  in  the  Act  itself  and  throughout  the  legislative  his- 
tory. 

CFA  therefore  believes  that  in  light  of  the  Cable  Act  and  its  legislative  history, 
the  Commission  has  the  legal  obligation  to  make  certain  that  basic  cable  service  is 
regulated  where  no  eff"ective  competition  exists.  The  Commission  may  meet  this  obU- 
gation  by  regulating  basic  cable  service  rates  itself  If  there  is  a  local  franchising 
authority  that  is  both  capable  and  desirous  of  implementing  basic  cable  service  reg- 
ulations, the  Commission  would  be  free  to  delegate  its  authority  to  the  local  fran- 
chising authority  for  that  purpose. 

Once  the  Commission  recognizes  the  extent  of  its  authority  to  regulate  basic  cable 
service,  the  issue  turns  to  how  it  exercises  that  authority  in  a  manner  that  carries 
out  the  intent  of  Congress.  The  Commission  should  recognize  and  declare  its  author- 
ity to  regulate  basic  cable  service  in  those  area's  where  local  authorities  cannot  or 
will  not  regulate.  It  may  then  decline  to  exercise  that  authority  until  it  becomes 
more  clear  how  many  communities  would  require  Commission  intervention.  125 

The  Commission  should  also  accept  franchise  authority  inquiries  which  indicate 
a  desire  on  the  part  of  the  local  franchising  authority  to  regulate,  but  where  there 
exists  a  legal  impediment  or  a  lack  of  resources  to  do  so  properly.  In  those  commu- 
nities, the  Commission  could  then  step  in  and  regulate  basic  cable  service. 

E.  REGULATION  OF  EQUIPMENT 

1.  Equipment  used  for  basic  and  other  tiers 

At  paragraph  65  of  the  Notice,  the  Commission  requests  comment  on  whether 
Congress  intended  to  limit  cost  based  regulation  to  equipment  used  only  to  receive 
the  basic  tier  of  service.  CFA  believes  that  the  legislative  history  is  clear  on  this 
point.  The  changes  made  in  the  Conference  Report  demonstrate  the  clear  intent  of 
Congress  to  apply  cost  based  regulation  to  all  equipment  used  to  receive  the  basic 
tier  of  service,  regardless  of  whether  it  is  also  used  to  receive  other  services. 

The  1992  Cable  Act  requires  the  Commission  to  include  standards  to  establish 
cost  based  regulations  with  respect  to  "installation  and  lease  of  the  equipment  used 
by  subscribers  to  receive  the  basic  service  tier  *  *  *  "  126  The  Commission  recognizes 
in  footnote  93  of  the  Notice,  that  this  language  represents  a  rejection  of  the  House 
bill's  approach  in  favor  of  the  Senate  bill's  language.  127  The  change  reflects  Con- 
gress' intent  to  give  the  Commission  "greater  authority  to  protect  the  interests  of 
the  consumer."  128 

The  change  made  from  the  language  in  the  House  bill  was  intended  to  broaden 
the  power  of  the  Commission  to  regulate  equipment.  By  eliminating  the  restriction 
in  the  original  House  bill  that  cost  based  regulation  can  only  be  applied  to  equip- 
ment "necessary"  to  receive  the  basic  tier,  Congress  seeks  to  mandate  cost  based 

125  Depending  upon  the  response  by  local  authorities  in  the  certification  process,  the  point  may 
ultimately  be  moot. 

126  §  623(b)(3).  ^         ,.      -u        .  •      ^u    K     • 

127  Conference  Report  at  64.  "The  equipment  necessaryby  subscribers  to  receive  the  basic 
service  tier'  is  replaced  with  'equipment  used  by  subscribers'." 

128  M 
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regulation  for  most  equipment  used  to  receive  cable  service.  129  Congress  recognizes 
that  there  is  likely  to  be  significant  overlap  in  equipment  used  to  obtain  basic  serv- 
ice and  other  services. 

CFA  believes  it  is  in  the  public  interest  and  follows  Congress'  intent  to  apply  cost 
based  regulations  to  any  equipment  that  is  actually  used  to  receive  the  basic  tier. 
This  woiSd  include  equipment  that  can  be  used  to  receive  other  cable  services  as 
well.  It  would  not  serve  Congress'  intent  of  eliminating  rate  gouging  and  emulating 
competitive  market  pricing  if  cable  operators  are  permitted  to  make  unrestricted 
monopoly  profits  from  their  equipment  leases  and  installation  charges.  CFA  urges 
the  Commission  to  interpret  §  623(b)(3)  broadly,  as  Congress  clearly  intended. 

2.  Equipment  cost  allocation 

At  paragraph  66  of  the  Notice,  the  Commission  seeks  comment  on  what  costs  are 
to  be  included  in  cost-based  regulation  of  equipment.  Given  Congress'  intent  to  pro- 
mote a  competitive  cable  equipment  market  (like  customer  service  equipment  for 
telephone  service),  it  makes  no  sense  to  allocate  joint  and  common  costs  to  equip- 
ment. CFA's  proposed  global  formulaic  regulatory  model  separates  equipment  costs 
from  base-year  rates  (where  applicable)  for  stand-alone  treatment.  We  urge  the 
Commission  to  follow  this  approach. 

3.  Promotional  equipment  pricing 

The  Commission  solicits  comment  at  paragraph  70  of  the  Notice  on  whether  Con- 
gress intended  to  prohibit  cable  operators  from  offering  installation  or  other  equip- 
ment at  less  than  cost  as  a  promotional  tool.  The  question  stems  from  Congress' 
mandate  that  the  Commission  s  "regulations  shall  include  standards  to  establisn,  on 
the  basis  of  actual  cost,  the  price  or  rate"  for  installation  and  equipment.  i3o  The 
Conference  Report  indicates  Congress'  intent  for  the  Commission  to  grant  cable  op- 
erators flexibility  in  marketing  decisions.  i3i  Therefore,  CFA  believes  that  such  pro- 
motional practices  are  not  per  se  illegal  under  the  Act,  provided  these  practices  are 
offered  in  a  way  which  does  not  compromise  the  pro-competition  and  consumer  pro- 
tection purposes  of  the  Act. 

Neither  the  Act  nor  its  legislative  history  specify  whether  equipment  and  installa- 
tion should  be  bundled  in  a  single  package,  several  packages  or  sold  individually. 
It  is  likely  to  vary  among  systems.  The  cost  based  approacn  to  regulating  installa- 
tion and  equipment  helps  to  that  assure  prices  for  installation  and  equipment  are 
reasonable  in  that  they  emulate  a  competitive  market.  It  is  also  a  way  for  the  Com- 
mission to  set  a  ceiling  for  these  items  regardless  of  whether  they  are  offered  indi- 
vidually or  as  a  package.  Permitting  cable  operators  to  offer  installation  and  equip- 
ment as  one  or  more  packages  or  individually  gives  greater  flexibility  both  to  con- 
sumers and  operators  without  compromising  Congress  intent. 

The  inquiry  must  then  turn  to  whether  permitting  cable  operators  to  offer  instal- 
lation or  equipment  at  less  than  actual  cost  would  compromise  legislative  intent  or 
do  harm  to  consumers.  It  is  quite  conceivable  that  a  cable  operator  would  choose 
to  use  installation  and/or  equipment  as  a  loss  leader  to  attract  more  subscribers  to 
its  system.  This  marketing  decision,  as  long  as  the  "loss"  is  not  recovered  through 
unreasonable  charges  for  other  equipment  and  services,  would  not  seem  to  violate 
Congress'  intent.  CFA  believes  however,  that  the  Commission  must  make  certain 
that  the  overall  cost  of  installation  and  equipment  remains  reasonable  (i.e.  cost 
based)  to  comply  with  Congress'  intent.  132 

The  obvious  danger  in  permitting  cable  operators  to  use  installation  or  equipment 
as  a  loss  leader  comes  from  how  the  operators  choose  to  absorb  the  loss.  If  cable 
operators  decide  from  a  marketing  standpoint  that  they  will  absorb  the  loss  from 
tne  reasonable  profits  they  are  permitted  under  the  Act,i33  there  is  no  inherent 
problem  with  using  this  loss-leader  approach.  If  however,  they  choose  to  make  up 
the  loss  by  charing  more  for  other  equipment  and  installation  services  or  improper 
bundling  of  equipment  charges  to  recover  the  "loss"  taken,  then  there  are  serious 
concerns  that  the  intent  of  Congress  would  be  compromised. 

CFA  believes  the  Commission  should  make  a  tentative  finding  that  below-cost 
equipment  pricing  is  not  prohibited  per  se  by  the  Act.  The  Commission  must  monitor 


129  Congress  did  not  intend  to  include  eauipment  necessary  only  to  receive  pay  per  view  or 
premium  "a  la  carte"  services.  This  would  oe  in  line  with  Congress'  intent  not  to  regulate  the 
rates  charged  subscribers  for  the  aforementioned  services. 

130  §  623(b)(3). 

131  Conference  Report  at  63.  "Rather  than  requiring  the  Commission  to  adopt  a  formula  to  es- 
tablish the  price  for  equipment,  the  Commission  is  given  the  authority  to  choose  the  best  meth- 
od for  accomplishing  the  goals  of  this  legislation." 

132 /d 
i33§623(b)(2)(vii). 
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promotional  pricing  on  an  ongoing  basis.  If  promotiongd  pricing  begins  to  interfere 
with  the  development  of  competition  in  the  equipment  and  installation  markets,  the 
Commission  would  have  to  re-evaluate  the  issue.  It  is  the  policy  of  the  1992  Cable 
Act  to  rely  on  the  marketplace  as  much  as  possible.  134  The  Commission  must  bal- 
ance this  goal  with  its  obligation  to  ensure  that  consumer  interests  are  protected 
where  there  is  no  effective  competition  to  cable.  i35  CFA  beUeves  these  goals  can  best 
be  accomplished  if  the  Commission's  regulations  permit  promotional  pricing  so  long 
as  such  practices  do  not  involve  unreasonable  cost  shifting. 

F.  DEFINING  CABLE  PROGRAMMING  SERVICE 

1.  Regulation  of  multiplexing 

CFA  agrees  with  the  Commissions  tentative  conclusion  at  a  paragraph  95  that 
pay-per-channel  or  per-program  material  should  be  excluded  from  the  definition  of 
'cable  programming  service"  when  offered  on  a  multiplexing  or  time-shifted  basis,  lae 
If  however,  a  multiplexed  premium  service  is  packaged  together  with  any  other 
service,  it  would  be  the  equivalent  of  a  tier  and  not  subject  to  the  exemption  found 
at  §623(1X2)  of  the  Act.is?  CFA  believes  to  effectuate  Congress'  intent,  the  Commis- 
sion must  find  that  if  the  programming  offered  on  multiplexed  premium  services  is 
different  in  any  way  other  than  the  time  it  is  offered,  it  is  different  programming 
and  must  be  subject  to  regulation  as  a  separate  tier. 

2.  Regulation  of  premium  tiers 

At  paragraph  96  of  the  Notice,  the  Commission  solicits  comment  on  whether  a  tier 
composed  of  premium"  or  "a  la  carte"  channels  would  be  subject  to  rate  regulation. 
CFA  believes  the  Act  is  clear  on  this  point:  all  tiers  of  service  are  subject  to  regula- 
tion. Therefore,  even  a  tier  composed  of  channels  traditionally  offered  on  an  a  la 
carte"  basis  would  be  subject  to  rate  regulation  if  bundled  together  and  offered  in 
a  tier. 

The  Commission  is  obligated  to  determine  if  the  rates  charged  for  "cable  program- 
ming service"  i38  are  "unreasonable"  when  a  complaint  meeting  the  minimum  show- 
ing required  by  the  Commission  is  filed  by  an  appropriate  party.  139  The  only  pro- 
gramming services  that  are  excluded  from  this  inquiry  are  programming  carried  on 
the  basic  tier  and  programming  offered  on  a  per-channel  or  par-program  basis.  i'*o 

CFA  agrees  with  the  Commission's  premise  that  premium  services  are  not  to  be 
regulated  when  offered  on  an  "a  la  carte"  basis.  However,  if  premium  services  are 
combined  into  a  tier,  even  at  the  same  price  as  if  a  subscriber  purchased  each  chan- 
nel separately,  these  services  would  no  longer  fall  inside  the  limited  exemptions 
from  regulation  provided  for  at  §623(1X2)  in  the  Act. 

It  is  likely  that  Congress  chose  not  to  regulate  premium  services  because  when 
offered  on  an  "a  la  carte"  basis,  these  channels  may  face  some  competitive  pressure 
from  VCR's  and  movie  theaters.  However,  the  benefits  of  competitive  forces  may  be 
eliminated  when  the  programs  are  offered  bundled  together  as  a  tier.  Congress  has 
recognized  that  bundhng  of  cable  services  involves  the  use  of  monopoly  power  in  the 
cable  market  and  often  leads  to  abuse  of  consumers. i-ti  CFA  beUeves  any  bundling 
of  services  must  therefore  be  closely  scrutinized  by  the  Commission. 

Under  the  Act,  a  tier  made  up  of  premium  channels,  whatever  the  price,  would 
be  subject  to  rate  regulation  under  the  same  terms  and  conditions  as  other  "cable 
programming  services"  as  defined  by  the  Act.  142  Therefore,  CFA  urges  the  Commis- 
sion to  define  any  package  of  premium  channels  offered  to  subscribers  for  a  single 
price  as  a  tier  for  purposes  of  rate  regulation  under  the  Act. 


134  §  2(b)(2). 

136  §  2(b)(4). 

138  While  the  Conference  Report  does  not  directly  address  this  issue,  the  language  was  taken 
from  the  House  Bill.  The  House  Report  states,  "The  Committee  intends  for  these  'multiplexed' 
premium  services  to  be  exempt  from  rate  regulation  to  the  same  extent  as  traditional  single 
channel  premium  services  when  they  are  offered  as  a  separate  tier  or  as  a  stand-alone  purchase 
option."  House  Report  at  80. 

137  M 

138  Cable  programming  service  is  defined  as  "any  video  programming  provided  over  a  cable 
system,  regardless  of  service  tier,  including  installation  or  rental  of  equipment  used  for  the  re- 
ceipt of  such  video  programming,  other  than  (A)  video  programming  carried  on  the  basic  service 
tier,  and  (B)  video  programming  offered  on  a  per  channel  or  per  program  basis."  §623(1)(2). 

139  §  623(c)(1). 
i'*o§623(l)(2). 

141  To  prevent  this  behavior  by  cable  operators,  Congress  included  the  "anti-buy  through"  pro- 
visions in  the  Act.§  623(b)(8). 

142  §623(1X2). 
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G.  THE  COMPLAINT  PROCESS 


The  Commisaion  seeks  comment  at  paragraphs  97  through  110  on  the  mechanics 
of  the  complaint  procedures  necessary  to  trigger  an  inquiry  by  the  Commission  into 
the  reasonableness  of  cable  programming  service  rates.  Specifically,  the  Commission 
requests  comments  on  what  constitutes  fair  and  expeditious  procedures  for  filing 
and  reviewing  complaints,  determining  rate  reductions  and  implementing  refunds. 
CFA  urges  the  Commission  to  create  simple,  minimal  requirements  for  subscribers 
to  initiate  and  participate  in  these  proceedings,  as  Congress  intended.  i43 

The  Commission  suggests  two  alternatives  with  respect  to  the  requirements  re- 
garding what  information  a  valid  complaint  must  contain.  CFA  believes  the  require- 
ments described  in  paragraph  99  of  the  Notice  do  not  accurately  reflect  Congress' 
intent  and  put  too  great  a  burden  on  subscribers.  Asking  the  average  subscriber  to 
explain  how  and  why  a  service  change  by  their  cable  operator  violates  the  Commis- 
sion's rate  regulations  does  not  reflect  Congress'  intent  to  make  this  procedure  as 
simple  and  effective  as  possible,  while  protecting  the  due  process  rights  of  the  cable 
operator.  In  essence,  it  would  force  subscribers  to  make  out  a  "prima  facie  case" 
which  Congress  clearly  rejected. i44 

The  requirements  set  out  in  paragraph  100  and  101  of  the  Notice  are  more  in  line 
with  Congress'  intent.  The  Act  contemplates  only  that  subscribers  would  be  required 
to  "allege^  that  the  rates  "could"  be  unreasonable.  This  is  consistent  with  the  '  mini- 
mum showing"  contemplated  by  Congress.  i45  CFA  endorses  the  second  alternative 
set  forth  by  the  Commission  to  establish  a  minimum  showing  in  a  complaint. 

CFA  advocates  the  Commission  creating  a  standardized  complaint  form  which 
asks  for: 

1)  Complainants  name; 

2)  the  complainants  address  for  service  of  documents; 

3)  complainants  status  as  a  current  or  former  subscriber; 

4)  the  cable  operator's  name; 

5)  a  brief  description  of  the  basis  for  the  complaint  and  the  nature  of  the  service 
change  (i.e.  re-tiering,  rate  increase  or  other  service  changes); 

6)  the  proposed  effective  date  of  the  service  change. 

Upon  receipt  of  this  form  or  the  same  information  in  another  form,  (i.e.,  possibly 
a  copy  of  a  recent  cable  bill,  annotated)  the  Commission  could  then  apply  the  for- 
mula used  to  determine  if  rates  are  reasonable  and  decide  if  the  complaint  meets 
the  minimum  showing.  If  it  does,  or  if  the  Commission  needs  more  information  to 
apply  its  formula,  the  Commission  would  then  contact  the  local  cable  operator  (and 
inform  all  other  interested  parties  i.e.  the  complainant,  franchise  authority,  local 
municipality  etc.)  for  further  information  and  a  formal  response  to  the  complaint. 
This  would  shift  the  burden  to  the  cable  operator  to  demonstrate  that  the  rate  or 
service  change  is  reasonable  under  the  regulations  established  by  the  Commission 
pursuant  to  the  1992  Act.i^e 

If  the  local  cable  operator  fails  to  respond  to  the  information  request,  the  Commis- 
sion should  institute  fines  against  the  cable  operator.  After  a  reasonable  time,  if  the 
cable  operator  continues  its  failure  to  respond  to  the  inquiry,  the  Commission 
should  find  in  favor  of  the  complainant  and  determine  the  reasonable  rate  for  the 
cable  service  at  issue  based  on  the  information  they  have  in  their  possession.  The 
Commission  should  also  institute  forfeiture  proceedings  against  cable  operators  who 
fail  to  respond  to  complaints  and  inquiries  within  a  reasonable  period  of  time. 

The  Commission  suggests  that  involving  the  franchising  authority  in  the  com- 
plaint process  could  help  make  the  complaint  process  more  effective  in  paragraph 
102  of  the  Notice,  and  seeks  comment  on  whether  and  to  what  extent  subscribers 
must  get  a  franchising  authorities  concurrence  before  they  could  file  a  complaint 
with  the  Commission.  These  suggestions  are  completely  at  odds  with  Congress  in- 
tent and  with  simple  logic. 

1*3 'The  intention  of  the  conferees  is  to  allow  consumers  to  simplify  the  process  of  filing  com- 
plaints concerning  unreasonable  rates.  For  instance,  it  is  not  the  intention  of  the  conferees  that 
the  FCC's  regulations  be  so  technical  or  complicated  as  to  require  subscribers  to  retain  the  serv- 
ices of  a  lawyer  to  file  a  complaint  *  *  *  "  Conference  Report  at  64.  ^ 

144 /cf  •  "The  requirement  that  a  complaint  must  demonstrate  a  'prima  facie  case  is  not  in- 
cluded."' 

146/d.  ,  •1 

146  It  is  reasonable  to  shift  the  burden  of  proof  to  the  cable  operator  with  a  very  niimmal 
showing  by  the  subscriber.  The  operator  controls  the  information  necessary  for  the  Commission  s 
review  of  reasonableness. 
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The  Act  clearly  contemplates  subscribers  and  franchising  authorities  being  on 
equal  ground  with  respect  to  the  complaint  process.  Congress  requires  the  Commis- 
sion to  establish  "fair  and  expeditious  pk-ocedures  for  the  receipt,  consideration,  and 
resolution  of  complaints  from  any  subscriber,  franchising  authority,  or  other  rel- 
evant State  or  local  government  entity  *  ♦  *  "  147  Furthermore,  the  Conference  Re- 
port specifically  rejected  the  language  from  the  House  Bill  which  would  have  re- 
stricted the  complaint  proceedings  to  "local  franchising  authorities  and  relevant  gov- 
ernment entities."  148  Instead,  the  Conference  Report  expressly  soudit  to  permit 
subscribers  to  file  and  pursue  complaints  with  the  Commission,  "s  The  Commis- 
sion's proposal  to  require  complaining  subscribers  to  first  get  concurrence  from  the 
local  franchising  authority  to  file  its  complaint  would  subvert  Congress'  clear  intent, 
by  placing  an  unnecessary  hurdle  in  the  path  of  subscribers  and  unduly  prolonging 
the  coinplaint  review  process. 

The  Commission  proposes  to  make  subscribers  responsible  for  providing  proper 
notice  to  cable  operators  and  franchising  authorities  of  complaint  filings  at  para- 

fraph  102  of  the  Notice.  CFA  believes  such  a  requirement  subverts  Congress'  intent 
y  putting  unnecessary  burdens  on  the  complaining  subscriber  and  the  local  opera- 
tor. 

It  is  reasonable  to  expect  there  will  be  a  number  of  valid  complaints  against  the 
same  cable  system  after  a  service  change  is  announced.  CFA  believes  it  would  be 
much  more  efficient  if  the  Commission  made  an  initial  review  of  the  complaints  to 
assure  that  they  meet  the  minimum  required  standards.  After  this  is  done,  the 
Commission  should  then  be  responsible  for  notifying  the  cable  operator  of  the  com- 
plaints and  their  contents.  This  will  prevent  operators  from  responding  to  frivolous 
complaints  or  making  separate  responses  to  separate  complaints  which  make  iden- 
tical claims.  Subsequent  filings  would  be  served  on  all  parties  to  the  proceeding,  in- 
cluding the  franchise  authority. 

The  above  approach  recommended  by  CFA  supports  the  proposal  set  forth  by  the 
Commission  in  paragraph  104  of  the  Notice.  CFA  urges  the  Commission  to  require 
operators  to  respond  to  all  complaints  that  made  the  minimum  showing  necessary 
under  the  Commission's  regulations,  i^o 

The  Commission  tentatively  concludes  that  30  days  from  the  time  a  subscriber  re- 
ceives notification  of  a  service  change  is  a  reasonable  amount  of  time  in  which  to 
accept  complaints  in  paragraph  105  of  the  Notice.  CFA  strongly  disagrees  and  be- 
lieves this  is  an  unreasonably  short  time  period  in  which  subscribers  or  franchising 
authorities  can  be  expected  to  file  a  complaint. 

It  is  likely  that  many  subscribers  will  not  examine  their  bills  and  take  note  of 
a  service  or  rate  change  until  they  write  their  monthly  check  to  the  cable  operator. 
That  could  be  several  weeks  after  receipt  of  the  bill.  Under  the  Commission's  ten- 
tative conclusion,  this  could  leave  the  subscriber  no  more  than  a  few  days  in  which 
to  investigate  where  and  how  to  file  a  complaint,  do  the  necessary  paperwork  and 
file  the  complaint.  This  is  simply  unreasonable  for  even  the  most  diUgent  consumer. 

The  Commission  has  discretion  in  deciding  what  constitutes  a  "reasonable"  time 
frame  in  which  to  file  complaints. i^i  CFA  believes  that  to  avoid  frustrating  Con- 
gress' intent  of  providing  a  mechanism  by  which  ordinary  subscribers,  behaving  as 
ordinary  consumers,  can  protect  themselves  from  unreasonable  rates  and  improper 
practices  by  their  local  cable  operator,  the  Commission  should  follow  Congress'  lead 
in  defining  a  reasonable  time  period.  CFA  lu-ges  the  Commission  to  permit  subscrib- 
ers at  least  90  days  in  which  to  file  a  complaint  after  a  service  change.  162  Since  the 
Commission  would  not  be  authorized  to  order  refunds  issued  for  any  time  prior  to 
the  date  a  complaint  is  filed,  this  somewhat  broader  window  would  not  disadvan- 
tage cable  operators. 

At  paragraph  107  of  the  Notice,  the  Commission  solicits  comment  on  whether  it 
has  the  authority  to  prescribe  specific  rates  when  ordering  prospective  rate  reduc- 


i47§623(cXl)(C). 

148  House  Report  at  87. 

149  §  623(c)(1)(C). 

150  This  would  include  complaints  initiated  by  the  Commission  itself.  CFA  does  not  support 
the  Commission's  suggestion  that  operators  would  only  be  required  to  respond  to  complaints 
that  identify  rates  outside  the  benchmark.  CFA  believes  Congress  intends  to  provide  reciprocal 
rights  to  subscribers  and  operators.  Operators  have  the  abiEty  to  show  their  rates,  although 
above  the  level  set  by  the  Commission,  are  still  reasonable.  In  the  interest  of  fairness,  subscrib- 
ers should  have  an  equal  opportunity  to  prove  that  rates,  although  under  the  level  set  by  the 
Commission,  are  unreasonable. 

151  §  623(c)(3).  ,  ,  .  - 

152  Congress  found  180  days  to  be  a  reasonable  time  period  for  filing  initial  complaints  after 
implementation  of  the  new  regulations.  There  is  no  reason  to  find  half  that  time  period  unrea- 
sonable for  any  subsequent  service  changes. 
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tions.  CFA  believes  the  Commission  may,  in  an  attempt  to  carry  out  its  obligation 
to  ensure  reasonable  rates,  prescribe  specific  rates.  The  Commission  is  given  express 
authority  to  "prescribe  procedures  to  be  used  to  reduce  rates  for  cable  programming 
services  that  are  determined  *  *  *  to  be  unreasonable  *  *  *  "  153  Since  rates  cannot 
be  reduced  in  the  abstract,  but  must  be  reduced  to  a  specific  level,  the  Commission 
can  prescribe  specific  rates  that  are  not  unreasonable  for  cable  programming  serv- 
ices. 1^54 

The  Commission  solicits  comment,  at  paragraph  108,  on  the  scope  of  its  refund 
authority  under  the  Act.  The  primary  statutory  constraint  on  the  Commission's  re- 
fund authority  is  that  it  cannot  order  the  refund  of  amounts  paid  prior  to  the  date 
of  filing  of  a  complaint,  i^s  Refiind  authority  cleeirly  extends  to  overages  from  the 
time  of  filing  of  the  complaint  until  the  rates  are  found  to  be  unreasonable  and  are 
reduced. 

CFA  concurs  with  the  tentative  conclusions  of  the  Commission  at  paragraph  108 
with  respect  to  the  manner  in  which  it  may  order  refunds.  CFA  believes  it  would 
be  best  to  refiind  overages  to  those  subscribers  that  actually  paid  them.  However, 
in  cases  where  the  bvu-den  would  be  too  great  or  the  amount  to  be  refunded  was 
extremely  small,  the  Commission  could  justify  a  prospective  rate  reduction  to  an  en- 
tire class  of  subscribers  instead,  i^e  CFA  also  agrees  with  the  Commissions  conclu- 
sion that  it  can  order  refunds  to  an  entire  class  based  on  the  complaint  of  a  single 
subscriber. 

At  paragraph  110  of  the  Notice,  the  Commission  tentatively  concludes  that  cable 
operators  that  fail  to  complv  with  the  relief  ordered  by  the  Commission  are  subject 
to  forfeiture  under  47  U.S.Cf.  §  503(b).  CFA  supports  the  Commission's  tentative  con- 
clusion. There  is  no  evidence  in  the  Act  or  its  legislative  history  that  Congress  in- 
tended to  exempt  cable  systems  from  the  forfeiture  powers  available  to  the  Commis- 
sion. Furthermore,  CFA  supports  the  Commission's  intent  to  require  operators  to 
certify  their  compliance  with  the  Commission's  orders  under  this  section  of  the  Act. 
This  will  reduce  the  burdens  on  all  parties  of  monitoring  operator  compliance. 

To  enable  subscribers  to  participate  effectively  in  the  complaint  process  and  effec- 
tuate Congress'  intent,  the  Commission  must  promulgate  rules  which  include  rea- 
sonable notice  provisions  designed  to  inform  siibscriber  of  the  extent  of  their  rights 
and  the  information  necessary  to  file  a  complaint.  CFA  proposes  requiring  local 
cable  operators  to  provide  notice  of  service  changes  and  their  effect,  directly  on  sub- 
scriber^ bills  at  least  30  days  before  the  changes  are  implemented.  Cable  operators 
should  also  be  required  to  inform  subscribers  of  their  rights  to  challenge  the  reason- 
ableness of  a  change  in  service  and  information  on  where  to  obtain  the  necessary 
forms  in  the  three  bills  following  the  implementation  of  a  service  change.  1^7  CFA 
also  proposes  making  all  necessary  forms  available  from  the  local  franchising  au- 
thority, the  Commission  and  the  offices  of  the  local  cable  operator. 

H.  LEASED  ACCESS 

In  its  Notice  at  paragraph  144  through  173,  the  Commission  asks  for  comment 
on  the  Leased  Commercial  Access  provisions  of  the  1992  Cable  Act.i^s  Comments 
are  solicited  on  a  wide  range  of  issues.  CFA  is  primarily  concerned  with  the  Com- 
mission's authority  to  set  maximum  reasonable  rates  for  leased  commerciad  access 
channels,  how  to  encourage  their  widespread  use,  as  Congress  intended,  and  the 
Commission's  authority  to  set  special  rates  for  non-profit  users. 

Congress  broadened  the  purposes  of  the  leased  commercisd  access  provisions  with 
the  Amendments  in  the  1992  Act.  Congress'  goals  are  to  "promote  competition  in 
the  delivery  of  diverse  sources  of  video  programming  and  to  assure  that  the  widest 
possible  diversity  of  information  sources  are  made  available  to  the  public  *  *  *  "  1^9 
This  reflects  Congress'  intent  for  leased  channels  to  become  a  source  both  of  diver- 
sity in  programming  and  competition  to  cable  operators  in  the  delivery  of  that  pro- 
gramming. 160  Neither  of  these  goals  were  achieved  under  of  the  1984  Cable  Act. 


153  §  623(c)(1). 

IS*  If  the  Commission  did  not  have  this  power,  their  statutory  refund  authority  would  be  null. 

165  §  623(c)(1)(C). 

156  CFA  believes  this  method  should  be  used  only  when  absolutely  necessary. 

157  If  the  Commission  chooses  to  use  a  different  time  period  during  which  subscribers  can  com- 
plain about  service  changes  than  the  90  days  suggested  by  CFA,  the  notice  requirements  should 
be  included  in  the  bills  throughout  the  period  during  which  challenges  to  services  changes  can 
be  made. 

158  §612. 
169  §6 12(a). 

160  The  additional  purpose  adopted  in  the  Conference  Report  is  taken  directly  from  the  Senate 
Bill.  The  Senate  Report  stated  tliat  the  leased  commercial  access  provisions  take  on  a  purpose 
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CFA  supports  the  Commission's  conclusion  at  paragraph  146  of  the  Notice  that 
the  regulations  they  must  prescribe  are  meant  to  apply  to  all  cable  systems,  regard- 
less of  whether  they  are  subject  to  effective  competition. i^i  CFA  cannot,  however, 
support  the  Commission's  tentative  conclusion  that  the  billing  and  collection  serv- 
ices are  provided  at  the  discretion  of  the  operator. 

Under  the  1984  Act,  the  cable  operator  did  not  have  to  provide  billing  and  collec- 
tion services  to  leased  access  users.  The  Commission  did  not  have  to  regulate  prices 
for  these  services  either.  This  has  been  changed  under  the  1992  Act.  The  Commis- 
sion must  now  set  maximum  reasonable  rates  an  operator  can  charge  for  providing 
billing  and  collection  services.  i62  it  would  be  contrary  to  Congress'  intent  to  permit 
cable  operators  to  refuse  to  bill  and  collect  for  leased  access  channel  users.  i63 

There  is  evidence  in  both  the  House  and  Senate  bills  which  indicates  Congress 
understands  that  the  leased  access  provisions  cannot  succeed  without  local  operator 
billing  and  collection  services.  The  House  bill  states  "[t]he  FCC  Cable  Report  con- 
tains a  recommendation  that  Congress  require  cable  operators  to  provide  billing  and 
collection  services  for  channel  lessees.  H.R.  4850,  in  accordance  with  this  rec- 
ommendation, requires  the  FCC  to  establish  standards  concerning  methods  for  col- 
lection and  billing  for  leased  access."  i64 

In  the  Senate  bill,  which  is  the  language  subsequently  adopted  in  Conference  with 
several  amendments,  the  problem  is  also  recognized.  The  Senate  bill  states  "[flor  a 
programmer  to  have  any  chance  of  success,  the  programmer  must  negotiate  many 
elements — a  reasonable  rate  for  access  and  then  for  billing  and  collection  ♦  ♦  ♦  "  The 
Senate  went  on  to  say,  "  *  *  *  the  existing  provision  does  not  work  well  and  requires 
revisions."  i65 

CFA  believes  the  Commission's  proposal  to  give  local  operators  discretion  in  offer- 
ing billing  and  collection  services  renders  impotent  the  changes  made  by  Congress 
in  the  1992  Act.  Marketplace  realities  prevent  leased  access  users  from  obtaining 
much  of  the  information  necessary  to  provide  their  own  billing  and  collection  serv- 
ices. If  the  local  cable  operator  chooses  not  to  offer  these  services,  the  leased  access 
user  will  simply  not  be  able  to  offer  its  programming.  This  will  perpetuate  the  cur- 
rent situation  and  present  leased  commercial  access  channels  from  becoming  a 
source  of  greater  diversity  in  programming  and  program  sources  as  intended  by 
Congress.  166  Therefore,  CFA  urges  the  Commission  to  require  cable  operators  to 
provide  billing  and  collection  services  for  leased  access  users. 

Leased  commercial  access  prices  have  been  set  by  cable  operators  and  presumed 
reasonable  since  passage  of  fiie  1984  Cable  Act.iev  This  approach  has  been  a  com- 
plete failure.  The  Commission  offers  four  possible  approaches  for  setting  rates  for 
commercial  leased  access  services  at  paragraph  147  of  the  Notice.  Comments  are  so- 
licited on  whether  rates  should  be  set  using  a  benchmark  approach,  cost  of  service 
principles  or  reliance  on  the  marketplace  where  competition  exists.  CFA  advocates 
adopting  a  per  channel  pricing  mechanism  consistent  with  the  cost-based  global 
formulaic  proposed  in  Section  VI  of  these  comments,  reduced  by  average  program- 
ming and  other  appropriate  costs.  i68 

At  paragraph  153  of  the  Notice,  the  Commission  solicits  comments  on  whether  it 
has  the  authority  to  set  special,  lower  maximum  rates  for  non-profit  programmers 
that  use  leased  commercial  access  channels.  CFA  believes  the  Commission  has  the 
authority  under  the  1992  Act  to  set  lower  rates  for  non-profit  users  if  it  will  help 
attain  the  goals  of  bringing  greater  diversity  in  programming  and  program  distribu- 
tion sources. 


in  addition  the  promoting  diversity  in  the  First  Amendment  sense.  This  provision  can  also  "act 
as  a  safety  valve  for  programmers  who  may  be  subject  to  a  cable  operator's  market  power  and 
who  may  be  denied  access  *  *  *  [or]  given  access  on  unfavorable  terms."  Senate  Report  at  30. 
181  There  is  no  indication  either  in  the  plain  Ifinguage  of  the  Act  or  in  its  legislative  history, 
that  Congress  intended  to  restrict  the  application  of  these  rules  in  any  way  except  by  the  num- 
ber of  channels  available  on  a  system  pursuant  to  §  612(b)(1)(D). 

162  8  612(c)(4)(A). 

163  Congress  has  noted  the  complete  failure  of  this  provision  in  the  1984  Act  to  achieve  the 
goal  of  diversity.  It  would  be  an  impediment  to  effectuating  Congress'  intent  to  give  cable  opera- 
tors discretion  with  respect  to  bilUng  and  collection.  It  is  impractical  to  expect  commercial  leased 
access  users  to  bill  and  collect  without  the  assistance  of  the  cable  operator  that  controls  their 
system  of  distribution. 

164  House  Report  at  40. 

165  Senate  Report  at  32. 

166  §  612(a). 

i67i984Cable  Act,  §  612(c).  ^  ^         ,     o^     j 

168  Cable  operators  would  incur  no  programming  costs  from  leased  access  channels.  The  data 
on  programming  costs  are  available  from  Appendix  A  for  these  purposes. 
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Congress'  intent  to  increase  diversity  through  use  of  the  leased  commercial  access 
provisions  of  the  1992  Act  is  clear.  i69  CFA  believes  that  it  is  also  clear  that  to 
achieve  this  end,  Congress  intended  to  give  the  Commission  the  authority  to  set 
more  favorable  price  terms  for  certain  programmers,  if  deemed  necessary,  i^o  CFA 
therefore  encourages  the  Commission  to  recognize  it's  authority  to  set  lower  maxi- 
mum rate  ceilings  for  non-profit  programmers  at  this  time.  CFA  also  urges  the  Com- 
mission to  caremlly  review  the  comments  filed  by  non-profit  programmers  in  this 
proceeding  to  determine  if  such  non-profit  ceilings  are  necessary. 

CFA  supports  lower  rates  for  non-profit  programmers  in  principle.  However,  CFA 
strongly  believes  that  the  Commission  must  set  strict  qusdifications  for  non-profit 
programmers  to  take  advantage  of  these  reduced  rates.  These  special  rates  should 
be  reserved  for  those  non-profit  programmers  who  truly  need  them  to  gain  access 
to  these  channels,  or  this  may  lead  to  abuse  of  subscribers  and  operators  alike. 

At  footnote  198  of  the  Notice,  the  Commission  suggests  that  if  special  non-profit 
rate  ceilings  are  imposed,  it  would  permit  any  non-profit  organization  that  is  orga- 
nized under  §  501(c)(3)  of  the  Internal  Revenue  Code  to  take  advantage  of  the  rates. 
CFA  believes  this  definition  is  too  broad,  and  urges  the  Commission  to  establish  a 
needs  based  test  for  non-profit  programmers  to  qualify  for  carriage  at  special  non- 
profit rates.  1 '71 

Discriminatory  pricing  is  permitted  in  an  effort  to  effectuate  Congress'  intent  of 
increased  diversity,  not  merely  to  bestow  a  benefit  on  all  non-profit  organizations. 
If  the  Commission  does  not  limit  the  programmers  who  can  take  advantage  of  these 
reduced  rates,  it  is  likely  that  subscribers  or  for  profit  leased  access  programmers 
would  end  up  subsidizing  programming  of  all  non-profit  organizations  regardless  of 
their  need.i^a  This  approach  does  nothing  to  achieve  Congress'  goal  of  increased  di- 
versity and  therefore  should  not  be  endorsed  by  the  Commission. 

If  tne  Commission  finds  that  lower  non-profit  rates  are  appropriate  to  achieve 
greater  diversity  in  the  video  marketplace,  then  the  question  tiu-ns  to  where  the 
cable  operator  will  be  permitted  to  turn  to  make  up  for  this  subsidy.  The  Commis- 
sion solicits  comment  at  paragraph  153  on  the  extent  to  which  it  is  permitted  to 
permit  cable  operators  to  recover  the  cost  of  providing  lower  non  profit  rates  from 
subscribers  or  other  leased  commercial  access  users. 

CFA  opposes  any  system  which  would  have  subscribers  of  any  tier  of  service  sub- 
sidize rates  for  non-profit  programmers  who  wish  to  use  commercial  leased  access 
channels.  Inflating  subscriber  rates  would  be  inconsistent  with  Congress'  goal  of  en- 
suring reasonable  (or  not  unreasonable)  rates  for  consumers.  i^3 

CFA  believes  the  Commission  has  the  authority  to  charge  for-profit  commercial 
leased  access  programmers  a  higher  price  to  subsidize  non-profit  programmers.  This 
will  help  effectuate  Congress'  goal  of  greater  diversity,  without  compromising  the 
goals  of  rate  regulation,  i^-*  The  clear  intent  of  Congress  to  permit  discriminatory 
pricing  for  different  classes  of  programming  found  in  the  1984  Act  supports  CFA's 
conclusion.  It  is  through  discriminatory  pricing  of  commercial  leased  access  channels 
that  Congress  sought  to  increase  diversity,  i^e  CFA  believes  that  all  of  Congress' 
goals  can  best  be  achieved  th'ough  a  system  of  regulation  which  would  have  for- 
profit  programmers  that  use  commercial  leased  access  channels  subsidize  qualified 
non-profit  programmers. 


169 See;  §  612(a).  The  Senate  Bill's  language,  with  several  significant  amendments  was  adopted 
for  this  section  of  the  Conference  Report.  The  Senate  Report,  in  reference  to  this  section  states, 
"[the  leased  access  provision]  can  act  as  a  safety  valve  for  programmers  who  may  be  subject 
to  a  cable  operator's  market  power  and  who  may  be  denied  access  *  *  *  ".  Senate  Report  at  30. 

170  The  legislative  history  of  the  1984  Act  indicates  Confess'  intent  to  permit  discriminatory 
pricing  based  on  the  nature  of  the  programming.  This  issue  was  not  revisited  in  the  1992 
amendments.  Since  Congress  broadened  die  purposes  of  this  section  of  the  Act,  it  is  reasonable 
to  conclude  that  Congress  intended  that  varied  price  ceilings  would  be  permitted  under  the  1992 
Act  "  *  *  *  [NJothing  in  these  provisions  is  intended  to  impose  on  a  cable  operator  the  require- 
ment that  he  make  available  on  a  non-discriminatory  basis,  channel  capacity  set  aside  for  com- 
mercial use  by  unaffiliated  persons.  [N]on-discriminatory  access  requirements  could  well  under- 
mine diversity  goals."  H.R.  Rep.  934,  98th  Cong.,  2d  Sess.  1,  51  (1984). 

171  The  Commission  should  look  to  a  leased  access  user's  programming  and  funding  sources 
as  well  as  directors  and  management  in  making  this  determination.  Any  non-profit  commercial 
leased  access  user  that  is  connected  with  a  non-profit  capable  of  paying  the  maximum  reason- 
able price  established  by  the  Commission  would  not  qualify  for  preferential  rates. 

172  The  realities  in  the  non-profit  organizations  are  that  there  are  non-profit  organizations 
that  have  significant  resources.  It  is  not  appropriate  for  these  organizations  to  be  subsidized  ei- 
ther by  subscribers  or  by  for-profit  commercial  leased  access  users. 

173  8623  (a)  and  (c). 
174 /d. 

176  See;  H.R.  Rep.  934  at  50. 
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The  Commission  suggests  two  methods  of  assuring  that  its  regulations  meet  the 
statutory  objective  of  §612  in  paragraph  154  of  the  Notice,  relying  on  the  complaint 
process  or  establishing  a  reporting  requirement.  To  facilitate  the  review  we  advocate 
establishment  of  an  annual  reporting  requirement,  beginning  one  year  after  the 
Commission  establishes  the  maximum  price  ceiling  commercial  leased  access  chan- 
nels. 

Operators  should  be  required  to  report  information  such  as: 

1)  Set-aside  capacity  required  for  their  system; 

2)  percentage  of  set-aside  capacity  used  during  the  preceding  year; 

3)  percentage  of  set-aside  capacity  used  by  qualified  non-profit  programmers; 

4)  prices  charged  for  leased  access. 

This  reporting  requirement  would  permit  regular  evaluation  of  commercial  leased 
access.  Relying  solely  on  the  complaint  procedure  is  likely  to  leave  out  the  non-profit 
programmers  who  need  the  protection  most.  It  is  likely  that  the  non-profit  program- 
mer with  limited  resources  may  not  be  able  to  file  and  pursue  a  complaint  against 
a  cable  operator.  A  reporting  requirement  will  better  enable  the  Commission  to  be- 
come aware  of  problems  faced  by  the  neediest  non-profit  programmers. 

I.  THE  SCOPE  OF  FRANCHISING  AUTHORITY'S  POWER 

1.  Setting  rates  and  ordering  refunds 

In  paragraph  86  of  the  Notice,  the  Commission  seeks  comment  on  several  issues 
regarding  the  scope  of  a  local  franchising  authority's  power  with  respect  to  rate  in- 
creases and  refunds.  CFA  believes  a  franchising  authority  that  qualifies  to  exercise 
regulatory  jurisdiction  under  the  1992  Act  I'^e  would  assume  equivalent  power  and 
responsibility  to  the  Commission  until  its  certification  is  revoked  or  deniea. 

In  essence,  the  Act  contemplates  permitting  local  authorities  to  Act  in  place  of  the 
Commission  if  they  have  the  appropriate  resources.  This  would  include  the  power 
to  set  rates  after  an  increase  request  is  denied  and  the  power  to  require  refunds 
by  the  local  operator,  to  the  extent  the  Commission  would  be  permitted  to  do  so  if 
it  retained  jurisdiction. i'^'  Therefore,  CFA  urges  the  Commission  to  ensure  that  a 
qualified  franchise  authority  that  elects  to  exercise  regulatory  iurisdiction  to  the  ex- 
tent permitted  under  the  Act  has  authority  to  set  rates  and  order  refunds. 

2.  Appeals  from  franchising  authority  decisions 

The  Commission  seeks  comment  on  where  appeals  to  franchising  authority  rate 
decisions  are  taken  in  paragraph  87  of  the  Notice.  Specifically,  the  Commission  asks 
whether  appeals  are  properly  taken  to  local  courts  or  the  Commission.  CFA  believes 
all  appeals  from  franchising  authority  decisions  must  be  taken  to  the  Commission 
for  resolution. 

The  1992  Act  bestows  upon  the  Commission  the  responsibility  to  ensure  "reason- 
able rates"  for  basic  service  i^s  and  "not  unreasonable  rates"  for  cable  programming 
service.  179  The  Commission  is  also  permitted  to  delegate  it's  responsibility  and  au- 
thority to  qualified  local  franchising  authorities. iso  Furthermore,  the  Commission 
retains  the  power  to  revoke  certification  of  the  local  authority,  i^i  If  a  cable  operator 
seeks  to  challenge  a  decision  made  by  the  Commission's  delegate  (the  local  author- 
ity), it  would  be  proper  to  lodge  that  challenge  with  the  Commission. 

CFA  believes  appeals  of  local  franchising  authority  decisions  should  follow  normal 
administrative  review  procedures  beginning  at  the  Commission  before  going  into 
state  or  federal  court.  This  will  facilitate  a  more  uniform  interpretation  of  the  Com- 
mission's regulations.  Furthermore,  CFA  believes  the  Commission  is  the  logical 
forum  to  decide  initially  whether  a  local  authority  is  properly  interpreting  Commis- 
sion regulations. 

J.  NEGATIVE  OPTION  BILLING 

The  Commission  seeks  comments  related  to  the  "Negative  Option  Billing"  sections 
of  the  1992  Act  at  paragraphs  120  and  121  of  the  Notice.  CFA  endorses  the  Commis- 


176  §623(3). 

177  See  page  —  infra,  for  discussion  of  the  extent  of  the  Commissions  regulatory  authority 
when  a  local  franchising  authority  is  prohibited  from  or  does  not  choose  to  regulate. 

178  §  623(b). 

179  §  623(c). 

180  §  623(a)(3). 

181  §  623(a)(5). 
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sion's  suggestion  of  a  30  day  notice  before  a  change  in  service  offerings.  CFA  be- 
lieves if  there  is  a  service  change  that  does  not  include  a  price  change,  no  notice 
to  subscribers  would  be  required  under  the  Act. 

The  requirements  would  change  when  changes  in  service  included  price  increases. 
Congress'  intent  was  to  protect  consumers  from  paying  for  services  they  did  not  af- 
firmatively request.  182  it  was  price  increases  that  most  concerned  Congress.  CFA 
believes  that  to  effectuate  Congress'  intent,  when  a  service  change  includes  any  in- 
crease in  price,  30  days  notice  should  be  required  under  the  Act.i^a 

In  paragraph  121,  the  Commission  raises  questions  with  respect  to  likely  service 
changes  that  operators  will  make  upon  initial  implementation  of  the  basic  cable 
service  rate  structure.  The  Commission  believes  operators  may  split  their  current 
basic  service  tier  into  a  basic  and  expanded  basic  service  tier.  'The  Commission  solic- 
its comments  on  whether  cable  operators  would  have  to  give  notice  to  subscribers 
and  obtain  affirmative  permission  before  they  could  start  billing  for  both  tiers  of 
service  under  the  new  rate  structure. 

CFA  believes  that  under  the  negative  option  billing  provision  of  the  Act,  if  there 
was  no  price  change  as  a  result  of  the  new  tier  structure,  no  notice  would  be  re- 
quired. If  however,  the  new  tier  structure  resulted  in  an  increase  in  cost  for  sub- 
scribers to  continue  to  receive  the  same  services  they  were  previously  receiving  with 
their  basic  service,  notice  of  the  price  increase  would  be  required.  The  cable  operator 
could  not  bill  for  expanded  basic  service  unless  the  subscriber  "affirmatively  re- 
quested the  service  by  name."  i84 

K.  DISCOUNTED  SERVICE  FOR  SPECIAL  GROUPS 

At  paragraph  117  of  the  Notice,  the  Commission  seeks  comment  on  what  economi- 
cally disadvantaged  groups  other  than  senior  citizens  could  be  given  reasonable  dis- 
counts by  cable  operators.  CFA  believes  reasonable  discounts  would  be  appropriate 
for  senior  citizens  and  other  similarly  situated  groups  *  *  *  perhaps  low  income  or 
special  needs  groups  *  *  *  pursuant  to  §  623(e)  of  the  Act. 


WHEREFORE,    CFA   urges    the    Commission    to    adopt   the    cost-based   global 
formulaic  proposed  above  pursuant  to  the  1992  Cable  Act. 
Respectfully  submitted, 

(Typed)    Dr.  Mark  N.  Cooper, 
Research  Director. 

(Signed)    Gene  Kimmelman 
(Typed)    Gene  Kimmelman, 
Legislative  Director. 

(Typed)    Bradley  Stillman, 
Legislative  Counsel. 


Attorneys  for  the  Consumer  Federa- 
tion of  America. 


182  §  623(f). 

183  Congress  expressly  stated  that  "changes  in  the  mix  of  programming  services"  which  are 
included  on  a  tier  are  not  meant  to  be  subject  to  the  negative  option  billing  requirements  of 
the  Act.  A  change  in  the  mix  of  programming  would  not  include  those  changes  that  were  accom- 
panied by  a  change  in  price  for  the  service.  If  this  were  the  case,  cable  operators  could  add  serv- 
ices to  a  tier  and  increase  rates  presumably  at  will  without  first  obtaining  permission  from  sub- 
scribers. Such  an  interpretation  would  frustrate  Congress'  intent  because  the  negative  option 
billing  provision  could  easily  be  rendered  ineffective  by  cable  operators. 

184  §  623(f). 
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